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EXECUTIVE SUMMARY 


Rent stabilization in Los Angeles has been implemented 
over the past six years in a housing market experiencing 
major changes due to larger market forces. These included 
major shifts in inflation and interest rates, changing 
demographic composition, continuing migration into the area, 
and changing rates of income growth. Some changes preceded 
rent stabilization, for example, the price inflation effects 
Of the oi] shocks in the 1970%s. Others, Suchlas the fall 
in inflation since 1982, have occurred while stabilization 
has been in place. Their effect has been to create a 
turbulent market environment. 


This report analyzes the impacts of rent stabilization 
in the market, focusing especially on market performance, 
new construction of rental housing, maintenance and 
reinvest- ment. The essential point of departure of this 
analysis of Impact 25 thal rent stabilizarv@on i Gos nue oles 
is a moderate system of regulation. Although debates on 
rent regulation often assume that its market impacts are 
everywhere good or bad, in fact those outcomes depend upon 
the form of regulation and the degree of stability with 
which it is administered. 


Market Performance as reflected in vacancy rates, rent 
levels, mobility rates and density rates, indicates that the 
influence of rent stabilization has been generally moderate. 


o Vacancy rates. for rental. nousing were Tow at vne 
time of adoption of rent stabilization and have 
risen little in Subsequent years. At this time, 
the estimated level of vacancies is between 1.5 
and 3.5 percent, depending upon the source of 
measurement. This is well below generally 
accepted levels for good market functioning. 


O Vacancy rate impacts of rent stabilization are 


anbisuous,. Vacancy rates ai Six nonrent 
stabilized comparison cities were also very low 
over the period 1978-1984, although they run about 
one-half percent higher than in Los Angeles. On 
this evidence, the continuing low level of 
vacancies in Los Angeles is more attributable to 
broad market forces than to rent stabilization. 


o Rent levels on average, have risen as rapidly in 
boswingeles with renc stabilization as an the 
comparison cities without it. In 1984, the 
average contract rent in Los Angeles was about 
$408 per month, an average annual increase of 10.8 
percent since 1977. For the non-rent stabilized 
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cities, average rent was higher, $422, but the 
equivalent average annual increase since 1977 was 
11.1 percent. 


o Distribution of rent increases has varied 
Significantly among household types, but most of 
the influence of rent stabilization has occurred 
through its effects on tenure. Households with 
tenure of more than six years, especially, have 
experienced lower average rates of increase than 
those in which turnover has been more frequent. 
Average gross rent-to-income ratios for the former 
actually fell from 28.5 percent to 26.7 percent 
from 1977 to 1984. ‘This was largely the result of 
a lower average compound rate of increase in 
rents, 10<l.percent annually; as s6ppoesed toga igicc 
percent increase in average rents recorded by 
households with tenure length of one to two years. 


o Mobility nates ‘have fallen «since: 19/fiher 2ene 
Stabilized and non-rent stabilized markets alike. 
Average years at the present residence rose by 54 
percent in Los Angeles and 52.6 percent in the 
comparison cities. The proportion of households 
with 6 or more years of tenure, however, almost 
doubled in Los Angeles: from 17.27 percent-sto 34.1 
percent.) In contrast, aunrthe scomparison@citmes 
that proportion grew more slowly, from 13.8 
percent to 2289 -percenta hs difference is amesr 
likely ancetfech rot rent stabilization. 


o Density rates have risen sharply throughout the 
Los Angeles region resulting in an increase in 
crowding. No effect of rent stabilization is 
detectable here, but the issue should be of 
econcerm for housing policy. 


New Construction of rental housing has been profoundly 
affected by shititvs in market forees Defore “and wince: the 
adoption of rent stabilization. Although exempt from 
regulation, new construction appears to have been affected 
to a moderate degree by rent stabilization, but the 
influence has declined over time to the point where it is 
undetectable. 


o lotal Mew construction of jabl multi-family housing 
including unsubsidyzed, ‘subsidized and 
condominiums in Los Angeles fell sharply from a 
nes or 12,507 unis: an 19 Ge to a low lof 4,493 
Unis St 1982s. Since: then, 2b. has recovered 
Strongiy: bo arvevelo or 12.103 units im 1984. . “The 
first year decline in 1978 was especially abrupt, 
19.2 percent. The corresponding decline in the 
comparison cities began a year later, but was 
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Slightly greater, 21.7 percent, suggesting that 
most of the observed shift was attributable to 
general market forces. 


o The composition of new construction has changed 
over the past ten years. In Los Angeles, non- 
Subsidized rental housing fell from 77.3 percent 
of total multi-family construction in 1976 toa 
Fow of ceGstepercent in 1981: Since thenpyeitehas 
recovered to an 11 year high of 9,498 units, over 
78 percent of the total in 1984. Condominium 
construction exhibits a reverse pattern and 
accounted for only 9.4 percent in 1984. 
Subsidized housing has increased in the 1980's, 
with a strong peak in 1983. The pattern in the 
nen=rent stabilized eclties 1s similar with the 
exception that rental housing has recovered more 
slowly than in Los Angeles. 


o The -impact of “rent stabilization om new 
Ssonstruction Ws difficult te Tsolate. from iotne; 
market forces at work. Statistical analysis of 
Los Angeles and the comparison cities indicates 
that it has had some impact, but that its effect 
was greatest in the early years and has diminished 
over time as the market has recognized the 
Stababuty of (the regularory system.) Dnie nas 
powerful implications for policy with respect to 
changes in the rent stabilization system as they 
affect new construction. 


Maintenance and Reinvestment are important for the 
conservation of the rental housing stock, a social resource 
that is not easily replaced. Both maintenance and 
reinvestment are very difficult to measure and data on them 
are quite limited. 


o Maintenance of the housing stock, Is refleccved. in 
reported incidence of problems and levels of 
Satisfaction of tenants in the survey. There 
appear to be some maintenance problems in the 
stock, but little effect of rent stabilization. 
Some 15.6 percent of respondents in 1984 reported 
probleris, compared so 12.5 percent. im 197/73 for 
the comparison cities, the comparable increase was 
from 4.8 percent to 15.9 percent. The proportion 
of tenants satisfied with maintenance was also 
essentially identical inside and outside Los 
Angeles, ranging from a high of 80 percent 
satisfied with physical condition to a low of 70 
percent satisfied with speed of repair. Only for 
tenants who had occupied their units less than one 
year Or Six or more years was there a greater 
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degree of dissatisfaction in Los Angeles than 
Outside. 


O Continuing maintenance of the stock appears to be 
due to the relatively favorable position of 
Operating costs in relation to income from rents, 
upon which the capacity of owners to sustain 
maintenance ultimately depends. The reduction of 
Vax expenses due to Proposition 13 has lowered 
Operating costs, offsetting increases in’ other 
categories. 


o Reinvestment in the housing stock is necessary for 
the intermittent replacement of large subsystems, 


and is also used to upgrade buildings in order to 
attract higher rent tenants. Provision is made in 
the: Rent. Stabilization Ordinance for rent 
increases to offset expenditures for replacement 
and some improvements, although protection of 
tenants from displacement is also a major 
objective. 


o The Capital Improvements provision accounts for 
about 2,300 capital improvements per year with a 


value of some $10 million per year. Annually, 
about 5 percent of the units in stock have been 
affected. It is estimated that less than 10 
percent of total annual reinvestment in the stock 
has occurred through this mechanism. 


o Distribution of capital improvements under the 
Capital Improvements program is weighted towards 


larger buildings. Buildings with 12 or more units 
accounted for 68 percent of reinvestment under the 
program, but comprise less than 40 percent of the 
rent stabilized stock. Small buildings are under- 
represented to a corresponding degree. 


Oo Reinvestment outside the Capital Improvements 
program has been occurring. Both tenant and 
landlord surveys reported significant amounts of 
improvements since 1978. If rents rise 
Surficiently to sustain. rates of return, then. the 
incentives for normal reinvestment will continue 
LO eX T Sl. 
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CHAPTER 1 


INTRODUCTION 


IDs .eporn. efiulpilis parc of the mandate ofthe 
Los Angeles City Council and Mayor in an action taken 
November 14, .19863:, authorizing a.study, of the los: Angeles 
housing market to be conducted under the direction of the 
General Manager of the City's Community Development 
Department (CDD). The study has been carried out by the 
Rent Stabilization Division of the CDD, with the assistance 
of a Steering Committee and outside consultants and 
contractors. 

The City Council specified three broad target areas for 
the study: 

1) A basis for an objective formula for adjusting the 
annual automatic rent increase permitted by the Rent 
stabilization, Ordinance. 

2) Alternative methods of directing the benefits of the 
Rent Stabilization Ordinance to low income and senior 
CLiELzZen- Genanis:. 

3) Development of statistically reliable information on 
a range of housing market performance characteristics that 
were to include: 

Oo the range of contract rent in residential rental 
unis: 
Gan analysis Of residential renval unit expenses), 


including operating expense and debt service; 
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O—vacancy rates; 

o density rates; 

Oiumodility. Gates: 

Oo tenant income levels; 

o reductions and additions to the residential 
henval snousing srock: 

o deterioration and improvements to the 
residential rental housing stock. 

Additional amendments to the Council action called for 
analysis of mobile home parks, rent-to-income ratios in 
relation to subsidy, and vacancy deconrroal. 

thas) report. responds, to the third element. instneserey ss 
mandate, namely, the relationship between rent stabilization 
and housing market performance. It deals with three major 
Zroups. Of topics: overall indicators: of nousing marker 
performance; the impact of rent stabilization on new 
CONSLFUuGtioOn, Of rental mousing: sand ‘the impact. Of srent 
stabilization on maintenance and reinvestment in the rental 


housing stock. 


RENT STABILIZATION AND THE LOS ANGELES HOUSING MARKET 


Rent stabilization in the City of Los Angeles began in 
the tall of 1978 with @ rent moratorium that was, in efiect 
Untaieathe, Hent Stabalizacion Ordinance CRSO) was passed an 
the following year. Although amended in some respects, the 


Ordinance has remained unchanged in its essential features 
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until the present time. In studying its impacts, we may 
take the regulatory character of the system to be generally 
constant since its inception, with the proviso that there 
WaS a period at the outset when the system was being 
developed, and wearned by all. its participants. ‘iis eis 
important because the form of regulation is likely to have a 
substantial influence on its effects--a characteristic that 
is often forgotten in debates over rent stabilization. 

Rent stabilization ordinances vary substantially in 
their level .of regulation. «bn ‘comparisons with divether 
local rent stabilization ordinances now in fores in 
California cities and counties (excepting those for mobile 
homes), the Los Angeles RSO is moderate in the degree of 
regulation, that .it implies. In -contrast with; relatively 
restrictive ordinances such as those in Berkeley or 
Santa Monica, Los Angeles permits rents to rise to market 
levels when a unit becomes vacant, although they are re- 
regulated thereafter. On the other hand, Los Angeles 
requires registration of all rental buildings and requires 
just cause for evictions, unlike cities such as Oakland 
where rent stabilization exists in a very moderate form. 

Among California’ cities with rent stabilization, 

Los. Angeles falls. roughly in the middle in the degree of 
restrictiveness of its Ordinance. As noted above, the RSO 
permits vacancy decontrol of rents and allows for an annual 
automatic increase of 7 percent. It provides a mechanism 


for owners to request increases to ensure a just and 
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reasonable return, as is constitutionally necessary, and 
permits rent increases to offset the cost of capital 
improvements. On the other hand, unlike some more 
restrictive ordinances, Los Angeles does not exempt small 
Owner occupied buildings from regulation. Except for 
Single-family homes, units in buildings constructed since 
Jetober. 1978. a small number of luxury units, and <a -few 
units that have been deregulated following substantial 
renovation, (luxury and substantial renovation exemptions 
amount to less than 1 percent of registered properties), all 
rentals are subject to the Ordinance. 

The specific and unique character of the Los Angeles 
Rent Stabilization Ordinance is important when we consider 
the nature of its impacts on the market. The pattern of 
such impacts in general will depend on several factors. One 
is tne nature “cof the>Ordinance itself; in particular, «ce 
degree LO which DUS) provisions -ore aim face restricviverin 
the context of the market conditions. A second set of 
factors are in the market itself, especially those forces 
that may be working to render the Ordinance more or less 
restrictive; for example, large increases in demand due to 
migration. A third tactor 1s simply time... Any tTegulacion 
generates its own set of expectations and responses. These 
are learned as the regulatory structure develops its rules 
and procedures. In markets, regulations will, in general, 
become part of the perceived environment and their effects 


incorporated into the way that people do business. However, 
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this process takes time because the stability of any 
regulation that affects the outcome of long-term investments 
cannot be known immediately. Understanding the behavior of 
the market in response to a regulatory innovation such as 
rent stabilization requires attention to each of these 


COnCeEN St. 


ORGANTZATAON :OF) THE: REPORT 


This report comprises three chapters following the 
introduction. Chapter 2 examines a series of housing market 
indveators, following the City Council's request... “Atver «an 
initial discussion of the general forces that were affecting 
the Los Angeles housing market in the 1970's, we present 
short discussions of the behavior of several important 
indicators of performance. They include vacancy rates, rent 
levels, mobility rates, and density rates. 

In Chapter 3, we take up the issue of the impact of 
rent stabilization on new construction of rental housing. 
For this purpose. data om new construction an Los Aneevesc wn 
the period before and since the inception of rent 
stabilization is compared to Similar information for -arset 
of comparison cities that do not have rent stabilization. 

In order to investigate the question of the relative effect 
Ci ren stapliezatiom if comparison to Other factors, 


mMoliavarwace analysis is: necessary. 
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Chapter 4 looks at the maintenance of housing and 
reinvestment by owners during the period of rent 
stabilization. Since maintenance is very difficult to 
méasure it 25 necessary to use a variety of sources and 
indicators for this purpose. Reinvestment is examined 
principally through the medium of the capital improvement 
provision of the Ordinance, which allows us to see how much 
capital has been invested and for what purposes. Although 
this source represents only part of the total reinvestment 
in the housing stock, we can use it in combination with data 
from other sources to estimate behavior in a sector fer 


which information is scarcely available. 
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CHAPAEER: << 


THE LOS ANGELES HOUSING MARKET: STRUCTURE AND CHANGE 


The aim of this chapter is to provide an overview of 
the Los Angeles housing market and to show how it has 
changed or not in some key respects since rent stabilization 
Has Deen inhexistence, It. begins with a review of the 
larger situation of housing in the City and the metropolitan 
area during the decade of the 1970's. This is necessary in 
order to establish the variety of factors that were at work 
in the Los Angeles housing market, both contributing to and 
affecting the outcome of rent stabilization. The second 
part of the chapter discusses a series of specific 
indicators of housing market performance that were requested 


an the City Council's mandate for the nousane study. 
INFLUENCES. "ON DEMAND “AND “SUPPLY VIN THE “HOUSING MARKET 


Rent stabilization did not occur in) a vacuum, nor ace 
its impacts worked out in a constant environment. Housing 
markets in most market economies are volatile and subject to 
many influences. The demand for housing and its supply, 
both for réntal and ownership, are deeply affected by larger 
forces in the economy and society. Some of these factors 
are relatively easy to identify and trace. Others are 
ebseure “and mot obvious at first sight. Although this 
report cannot provide a comprehensive analysis of the 


housing market in the Los Angeles region over the past 
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fifteen years, it is nonetheless important to give some 
sense of the way in which larger forces have shaped the 


Mavket. an whieh rent stabilization has evolved. 


The performance of a housing market results from the 
interaction of forces affecting demand and supply. Among 
the factors that influence demand, changes in population and 
numbers of households, and shifts in income levels are 
generally accounted to be of critical importance. 

Population growth and the formation of new households and 
families due to demographic changes lead to increases in the 
general demand for housing. If a region experiences rapid 
INn=M1 gration, .oOr if its: populationrinearvgiven peruce 
contains large numbers of young adults who seek to establish 
their own living units, the demand for housing is likely to 
grow even if resources are limited. On the other hand, if 
incomes are rising, there will most likely be an increased 
demand for housing as existing households seek improved 
quarters and people who formerly shared with others are able 


to enter the market on their own behalf. 
Demographic Influences on the Housing Market 


Los Angeles and its metropolitan area clearly 
experienced significant demographic changes during the 
1970's. Aggregate population grew from about 2.8 million 
people an the City an 1970, to almost 3 million in 1900,) 4 
gain of about 5 percent in the decade. By 1983, the 


population had risen to over 3.2 million. In comparison, 
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the Los Angeles-Long Beach SMSA grew from 4.2 million to 4.5 
million in the decade, a gain of about 7 percent. In 
tvseie such a rave or growth is “not.startling. Ets muen 
lower than the rate in earlier decades, and not among the 
highest in California. However, in common with other parts 
of the U.S., Los Angeles has also been experiencing 
declining household sizes. Mean household size in the City 
fell from 2.68 persons in 1970 te 2255 in 1980 Asia 
result, the total number of households grew in the decade by 
over “li percent, from 1.03 million to. l.14 milion elude: 
ordinary circumstances, supply in a housing market should be 
able to handle growth rates of this magnitude without 
qditricuLlty. Yer im Ucs Angeles.) as in uctner upares er 
California, the latter part of the decade was characterized 
by rising rents and falling vacancy rates, indicaveors ce 
pressure in the housing market, especially on lower priced 


housing. 


One source of the problem may have been the pattern of 
demographic growth over the decade. Intercensal figures are 
not entirely reliable, but there iS some evidence that the 
rate of growth was not uniform over the ten year period. It 
is estimated that the City's population fell by about 3 
percent between 1970 and 1975. Natural increase did not 
change significantly over these years. On the other hand, 
migration and the rate at which the young adults entered the 


housing market may have varied considerably. 
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Migration, especially from abroad, has probably been 
the largest single component of change in the Los Angeles 
housing market in recent years. It has been estimated that 
in the absence of migration, the population of the County 
would have fallen by some 200,000 rather than rising by 
H507,0005during the decade. For the City, it is Tikely “that 
the role of migration was, if anything, more important. The 
data suggest that in the first half of the decade, net 
migration was negative. In the years from 1977 to 1980, it 
turned positive and probably exceeded 200,000 overall. The 
Composition Of Migrants to the City 1s not known precisely. 
For the County, the greatest number are from Latin America 
and ASia. They are relatively poor and typified by large 
families. Although some number of them would be able to 
afford relatively expensive housing, most would be competing 


for rentals at the lower end of the market. 


The second half of the decade of the 1970's was not 
only notable for the spurt in foreign migration into 
Sourherm Calafornida.. Lt was “also a time-of Sharp anflaticn 
in price levels in general, and of housing prices in 
particular. This pattern occurred at the same Lime that 
substantial numbers of young adults, the so-called "baby 
boom" generation were entering the housing market. Although 
not arfluent, these groups could bid effectively for housing 
in the rental market, especially against tenants on fixed 
incomes who were experiencing the effects of price inflation 


that were beginning to become evident. 
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It is difficult to document the scale of this 
demographic effect precisely owing to changes in definitions 
between 1970 and 19805 “Some indicators. suggest that it did 
occur. The percentage of family (i.e. conventional) 
households, an ithe City fell from 67 percent.in 1970) to lo) 
percent in 1980. At the same time, the percentage of the 
population in the 18 to 64 age bracket rose from 60 percent 
to 64 percent, while the proportion of the eligible 
population that was married fell from 57 percent to 46 
percent. While much of this change is consistent. with, the 
type of migrationiito. the’ City that was oceurr ing seit alco 
Suggests that the composition of the newly forming 


households was also changing. 


Demographic shifts, which seem so evident at first 
Sight, are more complex when examined carefully. 
Nonetheless, it is clear that substantial demographic 
changes were occurring in Los Angeles during this period and 


that they affected the rental housing market. 
Income Changes and Rental Housing 


Incomes are the other major influence on the demand for 
housing that must be examined in this contextual analysis. 
The role of shifts in income 1s less clear than that or 
demographic changes. Overall, there was no dramatic 
inerease in income in the City or the region during the 
decade of the 1970's. While median household income more 


than doubled in current dollars between 1970 and 1980, from 


1S 


Di ierorrl sey 35, ts real value in constant dollars after 


inflation grew by only 3 percent in the decade. 


For renters, median real income fell by over 9 percent 
between 1970 and 1900, a SubDStantial drop. This figure must 
be interpreted with caution, for during the decade the 
effect of inflation on income tax brackets was such as to 
cause a major shift in the tax advantages of home ownership. 
Accordingly, substantial numbers of people who would have 
rented in 1970, had moved to ownership by the end of the 
decade. Many of these would be families moving to suburban 
locations. Nonetheless, the proportion of renter occupied 
unTcS in the “total stock rose during, the decade by ejuse 
under one percent, to 60 percent. Evidently, the rental 
stock was being occupied overall by a relatively lower 


income set of households. 


The implications of falling real income of tenants 
during the decade of the 1980's, are not dissimilar to those 
of the demographic shifts discussed earlier. In general, 
they would tend to increase pressure at the lower end of the 
housing stock, especially in submarkets that were threatened 
by gentrification, the movement into an area of a population 
group of significantly higher income and housing purchasing 
power. For tenants on fixed incomes, such a situation would 
present them with no option but to move in a market 
@haracterized by uncertainty. Through the 1970's, then, 


overall demand increased at a slow pace. But there is 
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evidence to suggest that the rate of demand growth was 
uneven over the decade, especially because of variations in 
migration which surged in the later years. Pressure on 
lower income households by the 1970's was also generated by 
a rising rate of inflation which especially affected those 
on fixed incomes. They were ill-prepared to deal with 
problems in housing supply that would change the competition 


for their housing and neighborhoods. 
Influences on the Supply of Rental Housing 


Because new construction is a major element of this 
report, the discussion of influences on Supply anetnis 
context will be brief. In common with other areas, 

Los Angeles in the 1970's and early 1980's was subject to 
Tiuvetuations in market “conditions for Nousing supply “and 
production that had not been equalled since the 1930's. 
Housing is the sector perhaps most. subject to larger 
economic changes, since it relies on credit to a degree 
equaled by few others. The economic shocks of the decade, 
particularly those caused by huge increases in energy 
prices, affected the industry sharply in Los Angeles ‘as: in 
fienUso..asea whole. “Hastorical ly npen Inver estates 
changed the cost structure for New construclion “and 
acgqupsition of rental housing, while rising energy costs 


affected operating costs. 


From the Slump of 1974, housing production recovered to 


a peak in 1978, only to collapse again in 1982 to its lowest 
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level since World War II. At the same time, the 
attractiveness of the existing stock to different segments 
of the market was also changing. To the young adults of the 
"baby boom," the lower priced and locationally cheaper 
housing offered by formerly stable neighborhoods in 

Los Angeles became a magnet in the 1970's. For low income 
migrants, the same was true, though they could afford only 
Tower rent areas. Inflation also resulted in astonishing 
gains in value for single-family housing as people sought to 
insulate their earnings from tax bracket creep. AS average 
incomes in Specific areas rose, so did competition ter stner7 
rental housing. Within the City, some areas became “het” 
and their long-term renter residents faced the prospect of 
being forced to move in a market where their limited incomes 


permitted no ;omparable choice. 


In this context of inflationary uncertainty and market 
pressure from the demand side, the normally expected cycles 
in housing supply tended to be exacerbated, with consequent 
effects cn tenants. In such a situation, the impacto: the 
events following the passage of Proposition 13 that led to 
the decision to implement rent stabilization seems 


understandable. 


HOUSING MARKET PERFORMANCE INDICATORS 


Housing markets are dynamic and constantly changing. 
Complicated economic and social processes are at work and 
changes in a single isolated factor rarely results in 
dramatic shifts in the overall market. However, the 
interaction. of, several factors. can lead to significant 
market changes. Distinguishing between the effects of 
several factors, or establishing conclusively which of many 
factors is the primary cause of a market change, is a 


difficult and at times an impossible task. 


Rent stabilization has been an added factor in the Los 
Angeles housing market since 1978. But other influences 
have been at work as well: changing populations with 
differing housing needs and life styles; changing demands 
for home ownership in response to increased property costs 
and rising interest rates; and the fluctuating and 
unprecedently high inflation rate, which affected family 
incomes, consumer spending, the cost of constructing rental 
housing, and alternative investment options. All of these 
have affected rental housing, some of them with more direct 


influence on market performance than others. 


In this section we will examine the impact of change on 
a series of important indiecacors specified in the Les 
Angeles City Council's mandate. We will report findings on 
vacaney rates, rent levels, mobility, and density rates. 


Each of these indicators reflects an aspect of the 


Vs) 


functioning of the housing market for tenants and owners. 
Together, they provide a sense of how the market has behaved 


OUriIng Une period of rent stabilization. 


Vacancy Rates 


Vacancy rates are widely accepted indicators of the 
economic efficiency of the rental housing industry. A 5% 
vacancy rate is a United States Department of Housing and 
Urban Development benchmark | used in rental housing analysis 
as a threshhold above which the forces of supply and demand 
can interact efficiently. 

Some vacancies are inevitable and necessary in rental 
housing. Usually, some time between tenancies is needed by 
a landlord for routine cleaning and maintenance. A unit may 
not rent immediately at the asked-for price and the landlord 
may find it more profitable to hold out for higher rent, 
even if this policy leaves a unit unrented for a period of 


time. 


Vacancy rates are commonly used by builders and 
financiers of rental housing as a rule-of-thumb for 
indicating «it ea City OY. a Dare "of av city Ds .sa potentlally 
profitable location for constructing additional renval 
apartments. A low vacancy rate and high rents encourage 
construction. High vacancy rates and low rents in an area 
are disincentives to construction. In general, vacancy 
rates are the most universally employed indicator of market 


pressure and it is fer this reason that. in recent. years 


20 


federal government agencies have attempted to measure them 


Lor Locale areas. 


in the Light of their importance, it is a paradox that 
obtaining accurate and up-to-date information on vacancies 
is’ so difficult. Individual property owners know what units 
ane -unrented in heir own buildings (bute tneremis ac 
organization of landlords, and no public agency, that 
collects and provides vacancy rate data. Decision makers in 
both the private and public sectors traditionally rely on 
indarect iandicators for vacancy paves, Suenids.-cmc 
decennial census, annual reports from the Federal Heme Loan 
Bank Board (FHLBB), the annual Income/Expense Analysis of 
the Institute of Real Estate Management (IREM), or surrogate 
indicators, such as idle meter statistics from local utility 


companies. 


Each of these sources measures vacancies differently, 
since each has its own reasons for collecting the data. Nor 
is) there a standardized definition of "Vacancy." Whrle Vine 
U.S. Census considers a-vacancy as a rental unit Chat is 
unrented and available for rent<, landlords may Chink <a. unt 
where tenants have merely given their notice to quit is also 
effectively vacant insofar as it can be shown to prospective 
tenants. lt is net surprising that when several scurces 
report vacancies, the vacancy rates are often quite 


dissimilar. 
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Conflicting vacancy rates can sometimes be reconciled. 
At other times it may be necessary to accept the 
methodological differences between sources and rely on 
changes in rates as reported by a single source. In this 
analysis of vacancy rates during the period of rent 


Stabilization, we will utilize five such sources. 


In the Los Angeles area, the following sources supply 


data which can be used to calculate vacancy rates: 


1) The United States Census Bureau reports vacancy 
rates as part of the national decennial census. The major 
problem with census data is the ten-year lag time between 
each census. While the census may not be a particularly 
useful tool to policy makers who need a more continuing flow 
of vacancy information, it can be used to verify other 


sources which are published more frequently. 


Census data (see Exhibits 2.1 sandi2.2) indicate, tnar 
the rental vacancy rate dropped substantially in both 
Los Angeles and in the six comparison cities between 1970 
and 1980. The vacancy rate fell by 29.4% in Los Angeles, 
slightly more than in the six other cities (-24.6%). 
According to the census, by 1980 it was 3.9%. In the same 
decade the tetal rental housing steck increased anyovotn Les 
Angeles and the six adjacent cities, but rental housing rose 
AL eataster wate im bos Angeles (947%) than in the six 


Cites. (40.2.1 4). 


ie 
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1970 Vacancy Data Reported by the Census Bureau 
(Year-Round Housing Units) 3 


Renter Vacant Towa Rental 
Civy Occupied and for Rental Vacancy 

Units Rent Inventory Rate 
Burbank 16:55 34 883 Tee aan nO (ee 
Glendale BiG oo iirc 2Xel 6 82,003 Sie eh) 
Inglewood Da GiD ene 24,649 4.76 
Long Beach CONss 6 5,090 ois) Meal Z) 5.97 
Pasadena abs era (A8) i525 26,695 etl 
Torrance 18,400 1,099 19,499 B04 
O Clty total 195-112 OS 7 2067, 109 a0 
Los Angeles OO gone. 35,734 OAS BOT SS) 


source: 1970 Census of Housing, V.15 Housing Cwaracremismics 
for svaves,~Cltses, and Counties, Part 6. Calitonn mar 
Table 8. 


CXn ee ee cee 


1980 Vacancy Data Reported by the Census Bureau 
(Year-Round Housing Units) 


Renter Vacant hota Rental 
Catny Occupied ance uor Rental Vacancy 

Unarts Rent Inventory Rate 
Burbank 17,4 16 586 18,002 Beco 
Glendale 34,023 gh ic Ols) Bis ual exe! SS) 
Inglewood wee 845 25,097 Seu 
Long Beach 66%, 5941 4,496 Oe OST 4.94 
Pasadena 25, Doe 942 2655.04 erste) 
Torrance 21,963 867 Zee, 030 37360 
Gocity total, 2095007 8,841 218,648 4.04 


Los Angeles 6175355 Pl OSs Ost Se 


Source: (980 Cetisus of Population and Housing, Census 
Tracts Los Angeles-Long Beach SMSA, Section 3, Table 
H-1. 
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2) The Los Angeles Department of Water and Power (DWP) 
is a city-owned and operated public utility which issues 
Monthly reports “containing idle meter statistics for beth 
Single family residences and multiple unit buildings in the 


City of Los Angeles. 


DWP's vacancy rate estimates are lower than those of 
thes census .ror multi=family buildings,» the rate forsg1960 
Was) jJUSU, OVera 3 percent. (See Exhibits: 2.3=245008 Iniswdaca 
allows us to examine the changes in vacancy rates since 
O77, before the adoption of rent. stabilization...) rem oi7, 
through 1978, vacancy rates fell. Subsequently, they rose 
through 1983 but have fallen again in 1984. Single family 
vacancies are lower, since they are not generally for rent. 
However, they have been falling throughout the period. The 
range of variation in the multi-family vacancy rates is 
quite small, about 1 percent’ in eight years. Ihe pieture 
that emerges here is one of low level equilibrium. How much 
Of that As attributable to, rent stabilization scannotape 
estimated, but the rates for single family buildings suggest 


that larger market forces are also at work. 


Exhibit 2.5 compares the DWP and census estimates for 
1980. It should be noted that the estimates of total 
numbers of vacant units are lower than the difference 
between the totals for all units, and the numbers for single 


and multiple family units vary greatly. This suggests that 
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Year 


EE 
1978 
URS HES, 
1980 
1981 
1982 
1983 
1984 


poUrces* 


Single Family 


Meters 


668,194 
674,167 
684,349 
Bro eet 
666, 186 
549,897 
543,240 
508,218 


April DWP monthly reports: 


Vacant 


11,672 
10,810 
9,499 
Shea Mis) 
8,623 
5,617 
Be Or LO 
4650 


EXHIBIT 


Percent 


Idle 


~15 
.60 
Sere 
30 
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Aer 
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Quarterly DWP reports: 
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DWP Vacancy Rates 1977-1984 
(March of each calendar year) 


Multiples 
Meters Vacant 
Boos 0Gn 9,399 
341821 8,059 
344 ,030 8,423 
365,495 1B 56 
Biome ad ie ye, ew 
503. (40 heonO.0s 
Shor, Bye) 197762 
540,969 17,440 
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Percent 
Idle 
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RP 9007. Cuties 
RP 91.A (singles) 


DWP Multi-family and Single-family Vacancy Rates, 


a) 


SINGLE FAMILY 


MULTIPLE FAMILY 


1978 


MONTES) 


1980 


1977-1984 


Bs ea 


20) 


1981 


1982 


1983 


1984 


EXTLE [aac 


1980 DWP and U.S. Census Vacancy Rates Compared 
(Both Census and DWP data for March, 1980) 


iypes of Housing Units DWP Census 
ALi Housing wwnbes AOS oreo alla 
occupied units LOT Saas 13.435,:230 
vacant units ZO ee Boe 
vacancy rate 1.98% SeOWeys 
Single family units O77 Omseu 564,683 
occupied units 601203 Bee Fos) 
vacant units 9,113 10,744 
vacancy rate iesiGis 1.90% 
Multiple units 365,495 606,479 
occupied units Sie | Gwe 581520 
vacant units Ins 58 Eis) allie) 
vacancy rate Se le 4.15% 
Sources: 1900 Census of Housing, Metropolitan Housine 


Characteristics, Los Angeles-Long Beach SMSA, 
pectaon 2, Tables: 8 «and: i2;) DWP reports 
RP O1.A Quarterly and RP 90.7 monthky 
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Small variations in vacancy rates should not be accorded too 


much significance. 


3) The Southern California Gas Company (SCG) provides 
gas for cooking, heating and air-conditioning to a large 
percentage of. but. not. all, apartments in the City of 
Los Angeles . SCG also services many nearby cities in 
southern California. Like DWP, SCGereperts. on thes tora! 
number of meters and the number of idle meters. For 
December 1984, SCG reported 454,789 individual gas meters 
located in the City of Los Angeles compared to 594,039 DWP 


electric meters in the same service area. 


Despite the fact that SCG serves both Los Angeles and 
nearby cities, enabling comparisons of vacancies inside and 
outside the City which cannot be done with DWP vacancy 
rates, the SCG idle meter count is not as useful a vacancy 
measuring device as the DWP count. AS can be seen in 
Exhibaie 2.60, the SCG vacancy rate is substantially lower 
than the DWP vacancy rate. This difference is believed to 
stem from the data gathering and reporting methods of the 
CWO sULilIties, rather than from any aetual vacaney mate 
difference. An analysis of the reasons for these vacancy 


rate differences are discussed in Appendix 3.E. 


4) The Federal Home Loan Bank Board (FHLBB) of San 
Francisco annually publishes the most widely used report on 


Vacancy faves of California cltires. FHUBB data have some 
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EA Bie eee 
Southern California Gas Company Multi-family Vacancy Data 
Compared to DWP Multi-family Vacancy Data 
(March of each year) 


Year SOLE, Number Percent DWP Number Percent 
Meters Idle Idle Meters Idle Idle 


1981 Dna Cnn S00 entrar Be eeo ee | Mee liet ween 
1S See ise toe 500s (OncG 503,748 epee sn (A 
To e8 Te 609m sy 00 0 265 Bios 3650 1 o. MOcune ice 
M933 MRO © 635.3 Oe wee G4 5405969. a Vigtl Oe a Bnee 


Sources: April DWP Reports RP90.7, March SCG Reports CB-IDLE 


Be Tee ea 
Graph of DWP/SCG Vacancy Rates, 1981-1984 


MULTI-FAMILY UNITS 1981 - 1984 (MARCH OF EACH YEAR) 


DP Ts 


SCG eeeeeeeeeeee BI 9 


1981 1982 EGS 1984 
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advantages over DWP data. FHLBB reported statistics for 
apartments include master-metered buildings, while the DWP 
data do not. FHLBB also reports on vacancies in mobile home 


parks and units under construction. 


The FHLBB vacancy rates for apartments are 
Significantly lower than those from DWP (Exhibit 2.8 and 
aed). = Appendix 3.E5 contains an analysis sof the FHEBe ava 
collecting and the reasons for differences between these 


data Sources. 


FHLBB data can be used to compare the changes in 
vacancy rates in Los Angeles with those in the six nearby 
eities used for comparison purposes throughout this study. 
EXhabat 2.10 and 2.11 traces the Los Angeles and the 
combined 6-city multiple vacancy rates from 1978 through 


1984, 


With the exception of 1980, when the 6-city vacancy 
rate took a sharp drop, the Los Angeles vacancy rate has run 
slightly less than 1% below the 6-city rate, and the changes 
over time have been approximately the same. The higher rate 
in the comparison cities is consistent with a hypothesis of 
an impact of went stabilization. However, more significant 
are the consistently low values of both sets of rates and 
the small range of fluctuation. The close paralleling of 
the vacancy rates demonstrates that the greater Los Angeles 


housing market is a single market and that the forces of 
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Los Angeles: 5 1978-1984 


FHLBB and DWP Multiple Vacancy Rates Compared for 


FHLB DWP 

Number Number Percent Number of Number Percent 
Yeqr = :OL aunties.) Vacant Vacant “| meters Idle Idle 
iNOW Gsreas Syl ball SySe hy 10,534 PX AAS) oe Sees 8,059 2236 
1979 521,356 8,947 eee | 346,148 9,410 Cre 
1980 547,420 10,504 1.92 | 366,879 PS EWG Sy ES) 
St S57l59or leds costal Pwive yee oxelO) Aa yee) iC warsnsi0) Bos) 
HOSP A So2ees = erie ai oly i 50s 748 ieeoes meses 
L263 a FS TORTS 9,888 less ; 518,989 V9 .O2A Se Adbis 
WS “O%5,2c2e4 9,007 Leos P= 5567040 18,969 Baal 
Sources: FHLBB surveys, 1978-1984 (adjusted) ® 


April DWP Reports RP 90.7,  197o—-9964; 
FHLBB Surveys 1978-1984 (adjusted to include all 
Zip codes withim of the City of Vos Angeles) 


EXUEB IG 3239 


Graph “of FHLBB/DWP Vacancy gates, 
1978-1984 % 


DWP ao 


FHLBB 0000000 


DSa8 IS) TE 1980 WiHehat Chey INES) 1984 
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EXHL BED | 22-10 


FHLBB Multi-family Vacancy Rates 
Los Angeles and 6 Adjacent Cities 


1978-1984 
Year Cnty Units Vacant % Vacant 
1978 Los Angeles Dilley ol 10,534 2200 
6 cities eeicne 4 296 2.50 
1979 Los Angeles SWAIN sions 8,947 Pole 
© (cl ties eno 2 Tsai) Pas 
1980 Los Angeles 547,420 10,504 T1292 
6 cities 179,024 By 304 eo 
1981 Los Angeles DOR ba ceroml Web ol BEE NZ 
O cuties VE eiGe 4,246 BEG 
1982 Los Angeles 562,234 12,174 aes 
6 cities ibs’ fevers Bye NS) epee 
1983 Los Angeles Om Oo 9,888 eos 
6 cities icisws [Gis 4,708 2450 
1984 Los Angeles ieee 9,007 ee 
6 cities 184,000 4,024 Zoo 
Source: FHLB surveys 1978-1984 adjusted ’ 


op Ge ds Bid 2444 


Graph of FHLBB: Los Angeles and Six Adjacent, Cities, 


1978-1984 


LOS ANGELES 


eveecoecce 6 CITIES 


1978 IS) ah) 1980 1981 1982 1983 1984 
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Supply and demand work in the same directions irrespective 


of city boundaries. 


5) The Institute of Real Estate Management (IREM) 
publishes a vacancy rate in its annual income/expense 
analysis of its members' apartment buildings. See Exhibit 
eelte and 2.13. The advantage of the IREM data is that. it 
can indirectly measure the effect of real vacancies on 
landlord profitability. The Gross Possible Total Income 
category in the IREM reports includes the rental of all 
units at an annual rate of 100% occupancy. The reporting 
IREM members then calculate the actual rent collected in 
comparison to the theoretical rent that would have been 
collected had there been no vacancies. From this the 
vacancy rate is derived. While this can be a useful tool 
for property managers in comparing their rental rate 
policies and their effect on rental income, the IREM data 
has. a number of difraculitves: in c1ts use for spel teles 
relating to rent regulation in the City of Los Angeles. 
These problems are detailed in Appendix 3.E. 

The IREM estimated vacancy rate has run about one percentage 
point above DWP and two points above the FHLBB rate. There 
is a modest upward trend since 1978, but the range of 
Variation 15 quite small.§ No major Variation is visible 


over the time period. 
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EXHI BED 2ick2 
Los Angeles IREM and DWP Multi-family Vacancy Rates 
1978 - 1983 
(DWP data represents annual averages) 
1978 1979 1980 1981 1982 1983 
IREM 3a 1p 350% 3.9% 3.8% 4.3% 4.5% 
DWP C20b 2.8% 3.4% BECP 3.9% BUR 
Sources: IREM annual Income/Expense Analysis 1978-1983; 
DWP reports RP9 0.7, annual averages 1978-1983 
BAN I BLT 215 


Graph of Los Angeles IREM and DWP Multi-family Vacancy Rates 
1978-1983 


1978 EPS) 1980 9a 1982 1963 
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Although the definitions of vacancy and the means of 
measurement vary greatly, the alternative sources of 
information about vacancy rates do give a picture that is 
consistent in many respects. The measures hint at a pattern 
of falling vacancy rates in the years immediately after the 
implementation of rent stabilization. The decline was 
limited by the fact that the level of vacancies was so low 
to begin with, and it cannot be solely attributed to rent 
Stabilization, since pressure on the market had, in good 
part, contributed to the movement for rent stabilization = an 
the preceeding years. The period 1978-1979 was a time of 
high demand in the housing market generally under the 
influence of rising incomes and inflation. By 1980-1981, 
vacancy rates had begun to rise again, presumably as a side 
effect of the serious economic recession. With the 1983-84 
economic recovery, vacancy rates have fallen once more, 


dipping below their 1978 levels. 


The role cf rent stabilizatrvon in this pattern of 
Change is not clear. Parallel movements of the rates in Los 
Angeles and the comparison cities suggest that the influence 
of larger market forces has been dominant. Los Angeles' 
vacancy rate has consistently run about one percent below 
that. ‘of the comparison cities, which may. be due in part ve 
rent Stabilization. However, the lack ‘of Vacancy rate data 


before 19738 makes this supposition impossible to verify. 
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There are some differences between the behavior of the 
Los Angeles and comparison cities vacancy rates that do 
Suggest some effect in the early years of rent 
Stabilization. In particular, vacancies in Los Angeles fell 
faster in the first two years and rose more slowly in the 
recession years than was the case in the comparison cities. 
In contrast, during the last three years, rates have 
generally moved together for the two groups. This pattern 
is Consistent with the possibility that the majer ampactsaor 
rent stabilization on the market occurred early on and have 


tended to diminish subsequently. 
Rent Levels 


Closely related to vacancy rates are trends in rent 
levels. As the availability of rental housing declines, 
rent levels will increase with the growing demand in the 
absence of regulation. This element reports Los Angeles 
rent levels in comparison to rent levels in the selected 
areas outside the City (Long Beach, Pasadena, Torrance, 


Glendale, Inglewood, and Burbank). 


The most extensive information on rent levels has been 
developed as part of the survey of tenants and is reported 
in detail ain the HRS&A repert., We will therefore only deal 
With the main results of that survey here and point to Us 


significance as an indicator of market behavior. 
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EXHIBIT 2.14 


AVERAGE CONTRACT RENTS 


LOS ANGELES & SIX ADJACENT CITIES 


1977 & 1984 
$ 
Contract 
Rent 
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by af ae om Ue oe 
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The average contract rent in Los Angeles increased from 
$189 in 1977 to $408 in 1984, an increase of approximately 
10.8 percent per year compounded. Outside Los Angeles in 
the selected cities, the rents averaged $193 in 1977 and 
S4u2c in’ 1984) which is about. thesame rate) 11.0™percent. 


Gross rents exhibited an almost identical pattern. 


Exhibits 2.14 and 2.15 indicate that average 
Los Angeles rent levels are comparable to rent levels in 
surrounding non-rent stabilized areas and that they have 
increased, in the aggregate, by similar proportions over the 


seven year period. 


The aggregate rent changes mask a considerable amount 
of variation. For example, in Los Angeles average gross 
rents paid by households with heads over age 62 increased 
from $194 to $379, between 1977 and 1984. This is a 
compound growth rate of about 10 percent. In contrast, the 
growth rate of average rents for households with heads under 
age 30 was about li2ce=percent annually. -l1Ussneoutd=s be sbevme 
in mind that these averages include both scheduled rent 
increases and those generated by the effect of vacancy 


Gdecontrol. 


Conversely, average rents of lower income households 
(i.e., those in the $10,000-20,000 income range) increased 
by about 9.1 percent annually, while for households in the 
$30,000-40,000 income range, average rent grew by about 7.5 


percent. 
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Finally; rents vary with lLengthvof tenures SFror tenants 
with a tenure length of one to two years, the compound rate 
of increase in average rents was over 13.2 percent between 
197 and 1964. inv eontrast, those who had tenure Vengrn of 


more than six years showed a compound increase of about 10.1 


percent. 


In summary, rents increased more rapidly for those who 
were younger, lower income, or characterized by shorter 
tenure, and more slowly for their converse. These shifts 
are quite substantial and had the effect of changing rent 
income ratios for the affected groups. Although these 
shifts cannot be entirely attributed to the implementation 
of rent stabilization, the“ likelinocd ithatvit thas 


contributed to them is considerable. 
Mobility Rates 


Mobility rates also provide an indication of economic 
efficiency in the housing market. Mobility rates are 
typically measured by the number of years that households 
have lived in their dwelling units. Under the Los Angeles 
rent stabilizaticn system, mobility orc “Vengtnech veaure is 
closely related to rent levels as a result of the vacancy 


decontrol-recontrol provision. 


Mobility rates have substantially declined throughout 
the metropolitan area since 1977. Los Angeles tenants are 


considerably less mobile than they had been in the recent 
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past. However, similar mobility trends were observed in the 


Surrounding areas. 


From 1977 to 1984 the average length of tenure of 
Los Angeles tenants rose by about two years. (See Exhibit 
ead oerand 2.11) *sowever, (this average simplifies: whats 1d 
reality a dramatic shift. in the distribution of mobil ery 
rates in yearly increments. In 1984, approximately 45 
percent of Los Angeles households had moved within the 
previous 2 years compared to 67 percent in 1977 - a 22 
percent decrease. Nevertheless, the rental mobility rate in 


Los Angeles remains higher than the national averages. 


Not all of this change in mobility can be ascribed to 
renG stabilization. “Similar wshitts ocecurred sin rie 
comparison cities, where 53 percent of households in 1984 
had moved within the previous two years as compared to 71 
percent in 1977. The decline was greater in Los Angeles, 
with a 22 percent decrease in contrast with an 18 percent 
fall in the comparison cities, but the difference ws nor 


large. 


On the other hand, Los Angeles households remaining in- 
place for six years or more increased from 18 percent in 
1977 to 34% in 1984 - a 16 percent increase among Los 
Angeles tenants, compared to a 9% increase in surrounding 


areas. Given the relatively higher benefits from rent 
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EXHIBIT 2.16 


Renter Mobility Trends, 1977-1984 


Los Angeles Comparison 
Cities 
1977 1984 ROM ENG 1984 
Average Number of 
Years at Residence 3E 56 5.49 Ceo 4.44 
Distributroan Dy 
Length of Tenure 
bess) than.one: Year Slee. OVS 33.9% 24.0% 
1-2 Years 35.6 cau S70 29.1 
3-5 Years 15.6 ay ae) iWelbouye ELE 
Over 6 Years kena oe | So) 22.9 
Oi an: TOOU0 pes OOO % 100.0% 100.0% 
Source: 1977 American Housing Survey, 1984 Tenant Survey 
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Graph of Renter Mobility Trends, 1977-1988 
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Stabilization that accrue to tenants with lengthy tenure, 


this shift does seem to reflect its influence. 


The averages conceal substantial variation among groups 
in the population. While the mobility of every group 
declined between 1977 - 1984, the greatest shifts appear to 
be among the elderly. The percentage of elderly renters in 
Los Angeles in-place for six years or more increased from 46 
percent in 1977 to 67 percent in 1984 - a 21 percent 
increase. Similar trends among other groups were observed 


both in Los Angeles and in surrounding areas. 


In general, both Los Angeles and the comparison cities 
have experienced declining residential mobility in the past 
decade. In good part, this behavior results from the larger 
forces that have affected the region's housing market as a 
whole. The causes of the larger change are not entirely 
understood. They may be due partly to the generally low 
rental vacaney rates in the region, which would tend to 
discourage movement. They may also be due to changes in 
demographic structure. As households age, they tend to move 
less, and the propertien of young households: hasbeen 


declining. 


Nonetheless, the specific changes in all elements of 
the population do suggest that rent stabilization has 
contributed to the decline in mobility. As the premium 
associated with longevity of tenure in a rent stabilized 


apartment grows, so does the implicit cost of moving. In an 
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BAHUBIT 2.18 


Average Persons Per Room, 1977-1984 
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Source: 1977 American Housing Survey, 1984 Tenant Survey 
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. * * 8 
Crowding Conditions, 1977-1984 
of Crow dod 
Households 
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Source: 1977 American Housing Survey, 1984 Tenant Survey 
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environment of low vacancy rates, the costs of searching for 
alternative housing rise, adding to the attractiveness of 


Staying in place. 
Density Rates 


Density rates are defined here by the number of persons 
per room and are used as a measurement of crowding (see 
Exhibat 2.16).. Density rates are indicators of housenclds 
“doubling up" due to affordability, availability. sand oude:, 
market factors. However, they also reflect demographic 
influences, especially the prevalence of families with 


children. 


The decade of the 1970's saw a marked increase in 
housing density in the region. Despite a continuing fall in 
household size, the proportion ‘cf households eliving at 
densities of more than one person per room rose 
substantially between 1970 and 1980. This trend seems to be 
related to a tendency toward formation of very small 
relatively affluent households on the one hand, and the in- 
migration to the region of large numbers of relatively poor 
househelids with children on the other... Both the Urls. Census 


and our survey data from this study confirm tne trend: 


Similar increases have occurred in the density rates of 
Los Angeles and non-rent stabilized areas. Between 1977 and 
1984 the density rates of Los Angeles households and 


households in surrounding areas increased by approximately 


a3 


= af BALVs | 


10 percent, a figure comparable to trends throughout the 


metropolitan area. 


Rhee condivlenm Or OVvercrowding ts more diftficu lire 
judge. It is generally considered to mean anything over one 
person per room. This standard has been applied in the 
Calculations of crowding conditions, presented in this, study. 
Exhibit 2.19 charts the percentage of households in 1977 and 
1984 which exceeded this standard. © It is notable that the 
relative increase in crowding in the comparison cities: far 


exceeds that in Los Angeles. 
CONCLUSION 


The four indicators of market performance received here 
(vacancy rates, rent levels, mobility and density) reveal 
only limited systematic effects of rent stabilization on the 
Los Angeles rental housing market. Because the degree of 
regulation is moderate, this might be expected. The nature 
of tie dmipacy 2S) praimardiy distri butiy e.e i iiatesr, sisene 
Stabilization atrects the market more in its ocuvcomes Gor 


different groups than in its behavior on the average. 


Overall, lt as clear that, tnevrentakl housing tanker 
remains under pressure. Vacancy rates are low both in 
Los Angeles and in comparable non-regulated cities. If 
there is a loosening tendency, it is small and scarcely 
Marger than =the range of error in the data. Rents in Los 


Angeles, on average, have risen about as much as those in 


Hy 


the non-regulated cities. However, the impact of rent 
Stabilization is visible in the lower rents paid by tenants 
who have not moved since the inception of rent 
Stabilization. In general mobility in the region has 
declined, with a somewhat greater decline in Los Angeles 
that is consistent with the effect of longevity of tenure on 
Stabilized rents. Densities have increased quite sharply, 
both in the City and ocutside. his aspect of marker 
performance does™not appear to be related’ to rent 


Stabilization, but itis amporvant forthe heusineg wer age 


of the Cary: 
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FOOTNOTES 


— 


: Urban Housing Market Analysis, HUD, December 1969, p. 29. 


. 1980 Census of Housing, Metropolitan Housing 
Characteristics, Los Angeles-Long Beach SMSA, Section 2, 
Appendix) Ba Dp. 3: 


) 


+ 1984 Single Family DWP data are from the June, not the 
April report. DWP April 1984 report was not available. 


5 


1970 Census did not include unrented vacant mobile homes. 


DWP averages for same months in which FHLBB surveys were 
taken. 


: FHLBB Los Angeles data as published have been expanded to 
include all Zip codes located within the Los Angeles City 
Lane Si. 


7 


8 The standards of crowding used are as follows: 1 person 
in an efficiency or single unit; 2 persons in a one bedroom; 
3-4 persons in a two bedroom; 5-6 persons in a three bed- 
Foon, and: “(4 2nie four bedroom, 


ibid. 


CHAPTER’ 3 


RENT STABILIZATION AND NEW CONSTRUCTION IN LOS ANGELES 


One Of Che mmNost, Gifrrcult issues to deal-wiene in 
relation tosrent stabilization is the Questicnmot ies mmpace 
on the construction and provision of new rental housing. 
This chapter. explores the question as it applies to the 
experience of the Los Angeles ordinance. For this purpose, 


the chapter will consist cf four main warts: 


e) A brief discussion of the new construction 


Lssue? an) rent, stabilization. 


fo) Description of new construction of (rental 
housing in Los Angeles and a number of 


Comparlson cities in the region. 


fe) Analysis of the impact of rent, stabidization 


on production of new rental housing. 


fe) Discussion of alternative policy directions 
to ensure an adequate flow of new 


construction in the future. 


The regulatory context of the analysis is established 
by the Rent, Stabalization Ordinance in\ LaA.Mac., 15 1S0iMo, 
which exempts from the Ordinance housing accommodations 
located inva struerume for which ta certificate of occupancy 


Wass turst assued after October 1, 1976. Thus, rental units 
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DUM Isinee that date are not subject to rent stavilization 
and their rent levels are established in the market. 
Despite this exemption, the question of the impact of rent 
Stabilization on investment in new housing construction has 
been raised in Los Angeles as in other cities where similar 
exemptions have been enacted. At issue is the influence of 
the existence of rent stabilization on investment 
perceptions, especially the possibility of future extension 


of regulation to new construction. 
NEW CONSTRUCTION AS AN ISSUE IN RENT STABILIZATION 


Few issues in rent control have generated as much 
debate as the question of whether and how the implementation 
of regulation affects developers' decisions to build new 
rental housing. Most economists have argued that the 
existence of regulation will affect expectations, inerease 
perceived risk, and generally have the effect of depressing 
investment in new construction. Proponents of control Nave 
argued that there is little evidence that such behavior 
occurs On any “significant scale in practice. Rather | otney 
see investment decisions as being overwhelmingly determined 
by other factors in the market, notably expectations about 
tne demand for housing and’ the cost of constructing. Le. 
Although this debate has continued for many years, there 
have been few carefully designed studies to test the issue. 
Even if there were such studies to draw upon, it seems 


likely that the impact would vary from place to place with 
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Vardatdvons inthe form of regulation andsin market 
conditions, Thus, it is important that the issue be 
carefully assessed in the particular circumstances of the 
Los Angeles housing market over the period during which rent 


Stabilization has been in place. 


The amportance “of -this issue Dies in igs) impi vearions 
ror the effectiveness of rent stabilization asa scunavecy 
for dealing with the problem of rising rents. Under typical 
assumptions about the operations of the market, unusually 
high rent increases of the type that often precipitate rent 
Stabilization measures would result in higher than normal 
returns for Owners of rental buaidings.. In sucha 
circumstance, it would become profitable to supply 
additional housing, and new suppliers should enter the 
market. Thus, a period of high rents should be followed by 
new construction and increased supply that result in 
increased competition and lower rents. If developers tend 
to overreact, then a boom-bust phenomenon may be observed in 
the nousing market, with periods of high rents being 
followed by times in which rent levels increase only very 
Slowly or even fall. Such a phenomenon is not uncommon in 
housing markets under pressure. An example is Houston, 
where rents have fallen substantially in the past two to 
three years and occupancy premiums for new tenants are quite 


common. 
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Opponents of rent stabilization have argued that by 
interfering in this process, regulation prevents the market 
from responding to demand by increasing supply. Once in 
place, Stabilization would have the effect of inhibiting ene 
kind of market response needed to make it unnecessary. 
Thus, 2s policy, this type of reculation would. besa: snert— 
term palliative but a long-term problem. In response to 
this argument, proponents of stabilization have argued that 
new construction in such a situation does not alleviate 
housing pressures for those at the lower end of the market, 
Since new housing would be outside their price range. In 
fact, the effect might be more negative if such new housing 


required demolivion of older, low-nentestock. 


Arguments such as these are asserted as general 
propositions rather than rooted in the ecircumsvtances of ca 
specific Situation. In order to assess. their validity =o 78a 
particiilar case, it 1S necessary tovestablisnetene tacts, 
that is, to determine the actual levels of new construction 
tiat have oceurred anf The convext of Tent “stabalizavicn.s. fe 
is equally necessary to analyze the information carefully so 
as vO avoid imputing to rent "stabilization ‘etl eets thar sace 
really caused by something else. In the case of housing, 
this is especially important because development decisions 
are Subject to a broad range of influences that change over 


time. 
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NEW CONSTRUCTION OF RENTAL HOUSING IN LOS ANGELES 


How has new construction of rental housing in Los 
Angeles changed over the past decade? At first sights. this 
seems like a simple question that can be resolved simply by 
consulting the Gity s records, In fact, it is anytuing bur 
obvious for a number of reasons, mainly to do with the ways 
in which housing is defined and recorded. Before discussing 
the data on levels of new construction, the nature of that 


data should be made clear. 
Definitions and Data in New Construction 


Two key definitional problems must be addressed in any 
attempt to measure the amount of new rental housing 
constructed by the market in any given period of time. 
First, how may rental, as opposed to other types of housing: 
be distinguished within the recording system? Second, how 
shall we distinguish rental housing that results solely from 
market investment decisions, as opposed to rental housing 
that is produced with some form of governmental subsidy? An 
accurate count of the amount of rental housing produced 


depends on successfully answering these questions. 


When a building is proposed, its purpose is recorded, 
for example, residential or commercial, and a building 
permit issued if all requirements are met. Whether the form 
of tenure for the occupants is to be ownership or rental in 


the xease Of residential buildings as net always: clear Irom 
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Cityerecords. | (See Appendix 3./D.)"" lm the past, “it was 
possible, nonetheless, to infer how much new construction 
would be for rental because single-family housing was almost 
universally built for owner occupancy, while multi-family 
structures were almost always for rent. With the rise of 
multi =Tanily sondominium buildings in “the 1970's) this 
distinction blurred. However, most cities moved quickly to 
generate data on condominium construction. Nevertheless, 
the- rise or this’ new form of housing in California makes 
estimation ofthe production of rental units ecomplacared: 
Although built for individual ownership, many condominiums 
are in fact rented, either because the developer is unable 
to market them effectively, or because there is a tax 
advantage to be gained from subdivision of the property at 
the outset, renting for several years, and then converting 
to condominium status when the market is appropriate. In 
addition, individual condominium owners may choose to rent 
out their units. Such rentals are generally equivalent to 
rentals of existing single-family units and are not relevant 
to the question of new multi-family construction per se. 
Although it is not always easy to find data on condominiums, 
and harder still to assess what portion of them are 
available for rent, accurate accounting of new construction 
of rental housing requires that this effort be made. For 
further discussion of this issue see Appendix 3.D on new 


construction methodology. 


De 


The second definitional problem in the measurement of 
regtal nousing ‘construction concerns sources of funding. In 
order CO assess the impacts of rent stabilization on the 
Markey ite lS Tinporvant, that subsidized housing be 
distinguished from housing built by developers in response 
to their assessment of market factors alone. By subsidized, 
we mean all housing constructed with direct. or indirect 
public sector financial assistance. During the period under 
consideration 1974-1984, the nature and quantity of 
subsidized housing in Los Angeles and its surrounding ci vies 
changed substantially. Throughout the period, federal 
housing programs were under pressure, and by its end the 
direct subsidy programs such as Section 8 had been replaced 
in=good part by local initiatives, using tax exemptamostcave 
revenue bonds. At the same time, the amount of subsidized 
housing that was’ built varied from year to year vandycity 7s 
city. Accurate measurement of rental housing developed by 
the market, therefore, requires an accounting of that part 


Gf produccion ~buil: with «some. form of ssubsidy. 


Development of rental housing construction data to 
reflect these concerns takes substantial care and effort. 
The procedures employed in the study for constructing the 


necessary data series are described in Appendix 3.D. 
Rental Housing Construction in Los Angeles, 1974-1984 


Meswtarst Step in atalysis of the robe and impactor 


rently stabilauvatnon on new construction of rentalwhousmng 1s 


to review the actual levels of construction over the period 
in which regulation occurred. The Exhibits below present 
this data for Los Angeles and six comparison cities from 
1974 through 1984. The six comparison cities were selected 
to allow simple comparisons between Los Angeles and 
COMMUNItLes ine whieh rents regubacvion didonet exist 
tnroughout the period. “They also form part of the basis.ter 
the more complex analysis of the impact of rent 
Stabilization diseussed ifn the following section of tis 
chapter. The cities comprise the following: “Burbank, 
Glendale, Inglewood, Long Beach, Pasadena, and*> Torrance. No 
city in the region alone can begin to compare with Los 
Angeles in size or diversity, but these comparison cities do 
reflect much of the diversity of Los Angeles when taken in 
the aggregate. Like parts of Los Angeles, some are 
Substantrally built up, others ‘are relatively epen te 
development. They vary in their demographic, ethnic, and 
economic makeup, although in aggregate they have a somewhat 
lower proportion of minorities and higher incomes than does 
Los Angeles. Together, they form a useful benchmark against 


which rental construction data can be compared. 


ExDabit 8.1 shows. total>multi=family new Uns. bude ein 
Los Angeles and the comparison cities from 1974 through 
1984. In general, we will take 1979 as the year in which 
Pent Stabilization was effectively introduced. A moravorium 


on rent increases was instituted on October 1, 1978 and the 
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Ordinance instituting rent stabilization became operative on 


Maye ne 199. 


Thesecyelical nature of -construction.ofenew noeusing. as 
elearly-~evident. in-the data.)-From the- recession of 1974- 
1O,So production, rosesto-.a peak in the late 1970%s, fell 
Sharply during the serious recession of 1981-1982 and 
recovered strongly in the final. two years. Ihe patverta toe 
the COMmparison cities 1s\ simider, with, thewsexcepionetnay 
production peaked in 1979 rather than in 1978. There was a 
falloff in new?) construction ian Los. Angeles. versus tie 
comparison cities in 1979, but the recovery in 1983-1984 has 


been stronger in the city. On the basis of the aggregate 


Eo Op ee sro 


Total New Construction of All Types of “Multi-family, Heusime. 


1974-1984 
Year Los Angeles Comparison Cities 
1974 6855 1534 
1975 5081 862 
1976 10398 1305 
LOST 11806 Th Rls) 
1978 12507 1971 
1979 9950 2734 
1980 8377 Oa 
1981 6878 1392 
1982 4HUQ3 967 
1983 8201 2819 
1984 als 3076 
Total 96949 19906 
Source: Renu otabilazatiuon Division new construction 


analysis. “See Appendix 3.0). 
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data alone, then, the picture seems mixed; not an 
unreasonable result in view of the variety and complexity of 
factors that affected the housing market in these years. 

In Exhibits 3.2-3.5, aggregate new multi-family 
construction is broken down into its component elements: 
non-subsidized housing, subsidized housing, and 
eondominiums. Evidently, the pattern of construction has 
varied quite considerably across the categories over the 
years. Three features stand out. The first ais ticeshtie 
away from unsubsidized rental to condominiums that occurred 
both in Los Angeles and in the comparison cities in the 
middle of the period. For Los Angeles, the change seems to 
have happened earlier, between 1978 and 1981. In the 
comparison cities, the shift came between 1979 and 1983. 
The scale of the move towards condominiums is shown in the 
high proporvicns of tovalwmnulti-ramily construccricnmciary 
they comprised in those years, peaking at 66 percent in Los 
Angeles and over 80 percent in the comparison cities. The 
second striking change is the recovery of nonsubsidized 
rental construction in the past two years. eBy 19045. vids 
category accounted for over 80 percent of new multi-family 
construction in Los Angeles and close to 60 percent in the 
comparison cities. For both Los Angeles and the comparison 
CirLess Dreduectien StOOdMat ats nlenestanlevel ain Over ea 
decade. The third important feature of the period is the 


considerable increase in the share of Los Angeles' total new 
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Composition of New Construction in Los Angeles 


Unsubsidized Subsidized Condominiums Total, Units 
1974 3969 394 2492 6855 
1975 8152 244 1085 5081 
1976 8035 898 1465 10398 
LeSW Gi (508 795 3443 11806 
1978 6476 1495 4336 iZa3 O17, 
1979 4140 Orn 503 9950 
1980 2491 476 5910 8877 
1981 1843 1055 3980 6878 
1982 1607 1621 1265 HUQ3 
1983 4353 2oD9 1289 8201 
1984 9498 1465 1140 Vento 
Totad SystihSy a 11709 31508 96949 


Percentage Distribution 


1974 56.0 Sire 36.4 100.0 
LOS (§Sysis 4.8 Pa ee | TOORO 
1976 te oes 8.6 ie eal 100.0 
Sieh 64 1 6th 2 Gig 100.0 
1978 52 56 Heo StS 1:0 07.0 
1979 41.6 eae Bilas OOO 
1980 Coal be 6626 TODO 
1981 26.8 Naas Bi) LOO 
1982 B50 Soe 285.2 (KOOL 6 
1983 Balcses 35.0 L5ee 10070 
1984 oa pee 9.4 10020 
Lovar 553 tn B24 100.0 
Sources Rent Stabilization Division new construction 


analysis. see Appendix 3.0. 
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Graph of the Composition of New Construction in Los Angeles 
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EXHIBIT 3.4 


Composition of New Construction in Comparison Cities 


Unsubsidized Subsidized Condominiums Total unites 
1974 919 169 HU6 1534 
WES 621 78 163 862 
1976 834 93 378 305 
TOE 811 50 O44 05 
1978 ise 324 324 ov 
1979 1214 256 1264 2734 
1980 217 Si 1887 2141 
1981 326 2 1054 ( Si 
1982 306 TO} 560 967 
1983 678 943 1198 2819 
1984 1766 eset 1179 3076 
Totat 9015 2194 8697 19906 


Percentage Distribution 


1974 59.9 kee 29. 100.0 
Lot (he) 9.0 18.9 HOO 0 
1976 637559 ire 290 LOOss0 
1977 Tae ead Cen LOOSC 
1978 Git 16,4 16.4 NOO.0 
1979 44 4 9.4 46.2 (HOOR® 
1980 eee eae 88.1 100.0 
1981 23.4 Ong (SDM 1OG:20 
1982 Sire On Sieh] LOG 20 
1983 eas Seon) W225 LOO SC 
1984 57.4 4,3 SOR 100.0 
Total 453 tele Shel 1:O'G:.:0 
pource. ReMiy otabl lization Daviswvonm newmconsvCucron 


analysis. See Appendix 3.D. 
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Graph Gf New Construction in Comparison Cities, 1974-1984 
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multi-family construction accounted for by subsidized 
housing during the past four years. At a maximum, this 
share=meached) 36 percent in 19824. Clearly, the pubiie 
sector has been active in response to the housing problems 
Of FUNG 7 Cae vac 

The degree of variability among the components of new 
construction is rather greater than the variataonrin tie 
total. To some extent, increases in one type of production 
have offset decreases in others. This was especially the 
ease in Los Angeles, where all three moved simultaneously in 
the same direction in only two of the ten periods of change 
aS opposed to five times in the case of the comparison 
cities. In part, this seems attributable to the Vverye tong 
period from 1976 to 1982 when nonsubsidized housing 
production in the City decreased every year. No other 
continuous period of increases or decreases in output of 
equal length occurred. Whether this was associated with the 
onset of rent stabilization “cannot. be determined irom tunis 
data alone. In order to examine the issue of the effect of 
rent. Stabilization, = 1tC.1s necessary -togeo peyond@ine 
construction, data itself.» to vexplore. 1tssrelartionsto otner 


factors that.were at work during »thesperiods 
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RENT STABILIZATION AND NEW CONSTRUCTION 


The question of the effect of rent stabilization om new 
construction is analyzed in two ways in this chapter. 
First, we examine carefully the question of whether there is 
any difference in the behavior of Los Angeles and the 
comparison cities during the period when rent stabilization 
came into being. Secondly, we employ more complex 
statistical methods to address the question of whether other 
things that were happening in the housing market might have 
masked the effect of rent stabilization If that efieem were 


relatively small. 


Analysis of Los Angeles and the Comparison Cities 


The structure, of information in unis study allows susmce 
examine the behavior of new construction in a framework that 
will permit a distinction between the periods before and 
after rent stabilization was instituted, and between Los 
Angeles and the comparison cities that have not experienced 
rent stabilization. An effective summary way im which Unis 
can be done is by testing whether the differences between 
Los Angeles and the comparison cities, year by year, varied 
Significantly over the periods before and after rent 
Stabilization Was iansticuted.. By taking toe diiverence 
between the two in each year, we can effectively offset the 
efrects Of other ‘extraneous Tactors that miegnv aifect 
housing production over time but deo not act diifterently 


between the localities. One such factor” is the interest 
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rate, which has a powerful effect on decisions to invest in 
housing, resulting in large changes from year to year. 

Since the interest rate is essentially the same everywhere 
in the region, it will not affect the difference between two 
places in the region in any given year. On the other hand, 
it should be borne in mind that if there were systematic 
variations between Los Angeles and the comparison cities 
over the period, such as a change in the relative amount of 
available land, then observed shifts in new construction 


differences might be explained by them. 


For each year from 1974 through 1984, the difference in 
new construction of nonsubsidized multi-family housing 
between Los Angeles and the comparison cities is Shown inh 
the first main column of Exhibit 3.6, together with the mean 
of the differences in the periods before and after the 
institution of rent stabilization in 1978-1979. “Los Angeles 
produced substantially more housing during each year than 
did the comparison cities, but the average annual difference 
fell from 5058 in the five years from 1974 through 1973,.-t0 
3230, in the six, years that followed. “If iv) were not tor the 
sharp increase in 1984, the latter number would be even 


smailer. 


63 


EXEC BET 326 


Analysis of Differences in New Construction Between 
Los Angeles and Aggregate Comparison Cities 


Los Angeles Minus Comparison Cities 
Year Unsubsidized Condominium 


Pre-kent Stabilization 


1974 3050 2046 
Tg75 Sia G22 
1976 7201 1087 
1977 O157 3199 
1978 Bal Ns 4102 
Mean value 5058 2253 


Post=Kent Stabl lization 


oi 2926 3839 
1980 2274 4023 
1981 ius wid( 2926 
1982 13.04] (OS 
1983 3675 91 
1984 Gils2 (39) 
Mean value 3230 1924 
Difference Test 

T Value = 1.40 T Valve = 0353 

P Value = 0.098 Pe Viale =. 08366 
Source: Computed from new construction data. 


On the face of ib, there is a subsvantval diftevence im 
relative production of housing between Los Angeles and whe 
comparison cities before and after the adoption of rent 
stabilization. Nonetheless, we should be cautious. “inere 
are only eleven years of data upon which to test the 
Guestion of whether the observed difference mighyu have 
occured by ‘chance. In) Order Co test this question, we Mave 
used a standard difference test that is reported at the foot 


Or nescolMimneiieExXhibit 3.0. Dt Shows -anprobabidimcoy of 923 
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percent that such a difference might have occurred by 
Chance. Such a value would be ambiguous in conventional 
Statistical terms. However, in a policy context it should 
not be concluded that there is no effect. Rather, the 
pattern of differences suggests that there may indeed have 
been a perceptible relative shift in construction im bos 
Angeles in the immediate period of rent stabilization. But 
that shift has become virtually undetectable as developers 
have adjusted to the existence of regulation and whatever 
increased level of Sisk of future control Whar ee enpewis. 
This is the behavior that would be expected on theoretical 
grounds as the market reacts to the existence of a new form 
of risk, if the perceived level of risk does not change or 


declines after it is first detected. 


As a further check, it. is reasonable tc ask whetherva 
Similar pattern of change may be observed in a form of 
housing that: would mot ‘be subject CoO rent stabilization. 
namely condominiums. Annual differences in condominium 
production between Los Angeles and the comparison cities are 
shown in the right hand column of Exhibit 3.6. Again, there 
is a fall in the mean value of the difference from tne pre= 
to the post-rent stabilization period. However, the 
relative drop is much smaller and clearly nev. stavistically 
Significant. More importantly, the average masks a relative 
rise in Los Angeles condominium construction in the 
immediate years after rent stabilization, followed by a very 


sharp relative drop in 1983-1984. In conjunction with the 
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Sharp relative rise in nonsubsidized multi-family rental 
housing in 1984, this does seem to support the contention 
that the market has by this time essentially discounted the 


impact om rent stabivazation im Lerma sor misk. 


Although the analysis in this section provides useful 
insights into the way in which rent stabilization may have 
alfected the market, at. does not address@ihe diftircule 
question of what has caused the changes in production that 
we observe. For that purpose, we must go beyond the new 
construction data and ask whether it is possible to isolate 
erirects of rent stabilization as opposed to othemitac cone, 
For this purpose, more complex statistical methods are 


required. 


Factors Infivencing New Consirructren 

The decision by a developer to invest in consctruccion 
of rental housing 2s subject to hagh Levels of crsk sand 
uncertainty. The demand for rental housing must be 
projected for a year or more into the future, and by the 
time the housing is built, demand may have changed because 
of many factors. For the developer, the central question is 
whether projected rents in a building or project will be 
realizable in the market and will cover the costs of 
development and provide an acceptable level of return on 
capital invested. Whether this is so depends on factors 
that affect both demand and cost. Among such factors may be 


reviiresovabllizZatvonne Dub Los eftects on revurnssand the 
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investment decision can only be assessed in conjunction with 
other factors that.-affect the market during the time: that. it 


is implemented. 


What are the influences that affect housing markets? 
Exhibit 3.{ sets out the variables that most analysts regard 
as important for housing investment decisions. Return on 
investment in housing is broadly affected by two groups of 
Variables, those atfecting supply. and whose aiiecving 
demand. On the supply side, costs of housing development 
and operation are subject to four categories of tactons: 
costs of sites and development, construction costs, anterest 
raves saiand: tax treatment. «Costs of bulldabd hewiandy ace 
afbected by 10S aggregate supply and by public policies 
reflected in zoning and land-use regulations... AS, cavies 
develop, the price of the remaining land tends to rise, 
other things being equal, forcing up the cost of housing 
that is burt on it. Such effects may be exacerbated by 
regulation of the scale and nature of development for other 
reasons. Construction costs are affected by a wide range of 
factors, many of them related to. general business wyole 
conditions. ~ During ‘times of boom, both Jkabor. sand mater iais 
eosts generally rise as demand outruns supply. Interest 
rates, the cost of money, are especially important for major 
G@apital: goods such as housing, which require large amounts 
Gr ucaputali during construction and to finance the purchase 
Of buildings. over sa long time period. Finally, tax 


structures saitect. protitability through the treatment of 
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deprectacion of “apical assevs as a cose for tax purposes) 
and through the deductibility of interest. Although some of 
these factors may change in concert, others, such as tax 
Structure, tend to change unpredicatably. If we seek to 
acocunt for changes in new construction during a given time 


period, all must be considered. 


The influence of rent stabilization on the cost sidercr 
the investment decision is likely to be relatively modest. 
For the most part, these variables are shaped by other 
market. forees. The cost of building and operating housing 
of a given quality level should be largely independent of 
the rent that it can command under varying market 
COnGT eC LOUS. 

The predominant effect of rent stabilization should 
occur through the revenue Side of the decision te build sro 
it iS upon rents and revenues that Stabilization ws focused: 
A buadlding'’s projected rent level will depend, an marker 
terms, on the level of demand for space and the competing 
supply of housing, both existing and new. Over the long- 
term, demand is established by household formation and 
income, in conjunction Wich the general prererencessor the 
pepulation In regard to housing. shifts in any of these may 
occur as a result of wider economic, demographic, and social 
changes. For example, a market experiencing high levels of 
in-migration of households should exhibit rising demand for 
housing most suited to their incomes and tastes. Similarly, 


a market in which incomes are rising will experience shifts 
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in demand towards higher quality housing, and may also see 
new household formation as people decide to live apart from 
ouhners “once they can afford to do so. 

Demographic and income changes may lead to rising or 
falling rent levels as they impact on the existing supply of 
housing. In a well-functioning market, such changes would 
be expected to act in the short-run through the medium of 
the vacancy rate on rent levels, leading to changes in the 
level of revenues generated by buildings. If, for example, 
demand rises, “rents should rise’ and vacancy mates fallein 
the short-term, making the operation of rental housing more 
profitable and increasing the rate of return on investment. 
In the longer-term, however, higher than average returns in 
rental nousing should attracy caprval’ Investment inte mie 
stock in “the form of mew iconstruction. Ine resulting 
increase in supply should stimulate competition, reducing 
rents and raising Wwacancies Uo "the point where ratesmo. 
return fall to levels comparable to those in other 
investments of equal risk. 

This scenario, or its converse, may be interrupted in 
many ways. Supply response may be impeded by lack of 
buildable sites or by regulations intended to prevent 
changes in environmental or neighborhood conditions. 
Simplarciy, rent svabwlizataOnr is «a LOrm- OF einvervenu hone unar 
May prevent revenues from rising in response to increased 
demand, thereby limiting the incentive to invest in new 


housing stock. For this reason, most ordinances exempt 
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newly constructed housing from rent regulation. However, it 
is widely argued that the existence of regulation exerts a 
chilling effect nonetheless. On the other hand, by ensuring 
that vacancy rates remain low, rent stabilization may also 
act to increase rent levels in housing that is exempt from 
regulation above the levels that they would realize in an 
unregulated market. This impact has not been investigated 
extensively, but could make new construction in fact more 
attractive than would otherwise be the case. 

Housing market adjustments are rarely smooth or uniform 
in their effects. Construction of new housing has long been 
subject to a boom and bust cycle. Unable to estimate future 
demand and supply accurately, developers overbuild in boom 
periods, only to find themselves with excess stock and 
falling rents when the cycle changes. “The resulting losses 
lead at first to Sharp reductions im tiew constructien. and 
eventually to steep rent increases as demand continues to 
grow. such an adjustmenvy process does not distribute gains 
and losses equally among developers or tenants. Tenants in 
areas of highly concentrated demand may find themselves 
faced with raising rents to che point of being forcedme ce 
move, “lf the housing stock 1s undereoing physical 
replacement in the process, such neighborhood shifts may be 
permanent. Thus, the adjustment process may mean community 
transformation, even if supply works to provide housing 
through new construction and the filtering by which older 


housing is passed down to lower income groups. 
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Estimating Impacts of Rent Stabilization on New Construction 

The type of dynamic adjustment process with multiple 
causal variables described above is hard to model. We would 
need data on each variable that is accurate and available 
over time in order to estimate a multi-equation system with 
appropriately lagged variables. In practice, there is 
insufficient data to permit the estimation of a complex 
model for Los Angeles and the comparison cities. We are 
constrained to work with what is now available, and 
therefore assess the ampact of rent stabilazatron-on vey 
eonstruction through single equation models that do not 

replicate the full dynamics of the market. However, these 
models are variants on the reduced form of more complex 
systems. 

The approach that is used draws on the preceding 
argument to suggest variables that should control for 
influences other than rent stabilization. Pooled time 
series and cross-section data are employed for Los Angeles 
and the comparison cittes, in order cto account fore one 
Variety of factors affecting new construction, we ‘have 
developed a series of models based on equations of the 
following general form: 

OO SrefiCSe eens VeRO C1) 
New Construction 
rent stabilization dummy variable 
WNIEeresu rave 
land availability variable 
regulation variable 
tax treatment dummy variable 


vacancy rate 
rent level variable 
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Ideally, each variable would be measured for each city 
(Los Angeles and the comparison cities) for each year from 
ISiA—1984, “Unfortunately, specific data for individual 
Cities is not available for all variables, For the interest 
rate, this is not a major problem because little real 
Variation would be expected from place to place within the 
region in any given year. For rent levels, however, this is 
arser ous an. 

Information for each of the variables above was 
collected for each city over the eleven year period. Exact 
information was not available for every variable in each 
itistance. For Land availability, we Mave: used sine 
proportion of land zoned for multi-family residents use 
that is currently vacant. Multi-year data is not available. 
The regulation variable is a weighted index based on six 
factors: number of permits required, time for precessinge. 
fees, setbacks required, parking required, the Prarie 07 
Single to multi-family zoned land’, and an index of ctner 
factors. Measures on each of these were combined into a 
Single index for each city. Again, multi-year data could 
not be developed. Interest rates are annual averages for 
first mortearves in the region. Vacancy rates are esvimaves 
developed by the U.S. Department of Housing and Urban 
Development and the Federal Home Loan Bank Board. Methods 
Used to construct all these estimates are descriped in the 
Appendices. Ihe variables for rent stabilization and tor 


tax treatment were dummies. Rent stabilization was assigned 
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the value of one for Los Angeles in the years 1979-1984, and 
zero in other years for Los Angeles and in all years for the 
comparison cities. Thus, its effect was hypethesized, in 
the first instance, to be equal in every year during which 
it was in effect. The tax variable was assigned the value 
of one for all cities in the years 1982-1984, after passage 
of «he 1981 Heonomic Recovery Tax Act, and zero in said otmer 
years, “Both rent stabilization and tax variables were =also 
modified in ways discussed below. 

The combined time series, cross-section nature of the 
data permitted two sets of models to be estimated. 

Aggregate models employed data for Los Angeles and the 
combined comparison cities over the eleven year period. 
Thus, there were 22 observations in all. Disaggregated 
models used Los Angeles and the comparison cities 
separately, which allowed 77 observations over the period. 
A number of alternative models were run in each case, using 
the covariance pooled time series cross-section model 
estimated by ordinary least-squares. 

In summary, then, the aim cf this efiort was vo 
construct a set of equations that would quantitatively 
describe the effect of each of the variables on new 
construction. The parameter of each variable provides an 
Indveatron of the direction of the effect... 10s) size. and 
wiecher it) ns, Stbatastically difterent from zere, hor 
example, the expected direction of the rent stabilization 


Variable should be negative if stabilization does: inhibit 
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new construction. Similarly, the interest rate should have 
a negative effect, as higher rates discourage new 
construction, but the tax variable, reflecting the 1981 
Economic Recovery Tax Act, should show a positive effect. 
The results of this analysis were uniform in one 
respect. In no model did the estimated parameter of the 
original rene stabilization variable exhibit 4&@ valuer-tnay 
Was Negative and statistically significant. Other 
variables, for example, interest rates and vacancy rates, 
did perform as expected in general, although in some 
instances the effect of multicollinearity and other problems 
generated parameters with signs opposite to what was 
expected. Although it is not possible from this evidence ts 
dascount the effect of rent stabilization unequivocalin 
there is very little likelihood that its influence was 
«Strong over the entire period during which it was in effect. 
An example of an aggregated model is exhibited in 
Exhibit 3.8. The three columns of the table show 
respectively regression coefficient, standard deviation, and 
t-value for each variable in a model in which the dependent 
variable is new construction of unsubsidized units divided 
by population. This standardizatien is used for @eascis yor 
convenience in recording the data and computing the model. 


The key points to note in Exhibit 3.9 concern less the 
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EXHIB Is 3:6 


New Construction Model: Aggregate Data 


Model 1: 
Independent Variable--Unsubsidized New 
Construct lron/Population 
Dependent Variables Regression Standard 
Coefficient Deviation t-value 
Constant Term 4.0950 152920 Brealey 
City Dummy -0.8197 052276 -3.60 
Rent Stab. Dummy -0.0626 0.5916 -0.11 
Vacancy Rate 0.0079 OV TW4aSA O05 
Interest Rate -0.4232 0.1083 -3.91 
Rent Level 0.012446 0.004096 3.04 
2 
R5 =O (45 Neue Dak aero 
Adjusted, R- <= 0,626 
Durbin-Watson = 1.99 


precise values of the regression coefficients than their 
signs, which indicate the, direction of thelr effect onwnew 
eonstruction of unsubsidized housing, and the t-values in 
the right-hand column. In each instance, the signs of the 
variables correspond to the effects that we would expect 
from theory and from other analyses. However, in the cases 
of the variables for rent stabilization and vacancy, the 
very low t-values indicate that it is very unlikely that the 
eoefficients dither in fact from zero. In other swords... Unis 
model can show no effect of these variables measured in the 
form that we have used. While this may seem surprising in 
the case of the vacancy rate, in fact the only measure of 
vacancy rates available over the full time period does have 


some serious deficiencies. The tax variable was excluded 
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from this particular model. However, in no instance was it 
pessible to detect 4 Significant effect in its original 
DOr. ein. the wase of the rent stabilization. variables tne 
evidence from this and other models, both aggregate and 
disaggregate, suggests that any effect is not detectable by 
a variable that assumes the same impact in every year in 
which rent regulation is in effect. Indeed, economic theory 
would indicate that once the regulation has been 
implemented, if there is no further real or perceived change 
in’ ats’ rigor “or in its treatment of new units, then the 
market should tend to discount the risk in calculating 
expected returns to investment. 

To test this proposition exactly would require a much 
longer time series than is available for this study. With 
such a series, it would be possible to construct an ARIMA 
model of the impact of the rent stabilization intervention 
and estimate how the impact changed over time. However, we 
can approximate such a test by postulating that the effect 
of rent stabilization will diminish over time and viewing 
the resulting effect in a regression model. In this 
instance, rather than asserting that the effect of rent 
Stabilization is identical in each year following 20s 


adoption (i.e., a dummy variable value of 1 in each such 
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year), we assume a declining level of effect over time that 
takes the following form: 
Year Dummy Variable Value 
1979 1 
1980 0 
1981 0) 
1982 OFF 
1983 0 
1984 0 
If this variable is inserted into the model in the place of 
the simple binary rent stabilization variable, the 
coefficients that result will indicate whether iv fics the 


data better than the previous form. The results of such a 


model are exhibited in Exhibit 3.9. 
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Modified New Construction Model: Aggregate Data 


Model 2: 
Independent Variable--Unsubsidized New 
Construction/ Population 
Dependent Variables Regression Standard 
Coetfieirenc Deviation t-value 
Constant Term 4.2130 9376 4,49 
City Dummy -1.0481 0.2636 -3.98 
Mod. Rent Stab. Dummy -0.7358 0.4985 -1.48 
Vacancy Rate -0.0547 0.1400 -0.39 
Interest Rate =. 36675 0.08834 -4.18 
Rent Level 0070562 0.003464 S505 
Me Shore pee eee or Sas 


ot 
S) 
OV 
= 
SS) 


Adjusted R@ 
DuUcbIn=—Watson = i2..14 


if the results in Exhibit 3.9 are compared to Uhose in 
Expat 3.00, lt bs evident that most ‘ot the regression 


coefficients have changed little in response to the 
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negerinatToneol the Variable forsrent stabilization. The 
city dummy, interest rate, and rent level variables exhibit 
eoefficients that are correctly signed and statistically 
Significant. The vacancy rate variable is still not 
Significantly different from zero. However, for the new 
rent stabilization variable, the coefficient is now larger, 
negative in sign, and approaching a normally acceptable 
level or statistical’ significance. The value of the 
coefficient cr multiple correlation. Ry. Nas also. snereased., 
These indicators suggest that the modification of the model 
does improve its power to explain the pattern of variation 
in new construction that is observable in the data. They do 
not unequivocally lead to the conclusion that rent 
Stabilization did have a short-term effect in precisely the 
form that was suggested. Nonetheless, they do seem to 
Support the view that it has had some impact, and that the 
level of impact has decreased over time. If this view is 
accepted, then it follows that maintenance of confidence on 
the part of developers rests on their perception of the 
Stabidity of the rent stabilization system as much as’ on avs 
Specific rules. 

Finally, the effect of the 1982 tax reform was 
reconsidered by assuming that its impacts should be 
detectable only in 1983 and 1984, that is, at least a year 
aicer passage Of the ERIA.” (For technical reasons, Ghis 
required removal of the general rent level variable, which 


was very highly correlated with the tax dummy. Exhibit 3.10 
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Shows that with the modified rent stabilization variable in 
place, the ERTA tax change can indeed be associated with a 
Significant positive impact on rental housing. However, 
there remains some ambiguity about the relative influence of 
the tax change as against the general role of high rents in 
the area in providing incentives for new construction. In 
this model, the impact of rent stabilization remains 
essentially unchanged and close to normal levels of 
SvVatIStical acceptability. “Thus, “although the vaxecode 
change has most likely stimulated rental housing 
construction in recent years, the diminishing effect model 


Of rent stabilization stilt appearsrmoset credible. 
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New Construction Model with Tax Variable: Aggregate Data 


Model 3: 
Independent Variable: Unsubsidized 
New Construction/Population 
Regression Standard 
Dependent Variables Coefficient Deviation t-value 
Constant Term 3.6465 OS si0) 20S 
City Dummy = 10551 022g -3.55 
Mod. Tax Shift Dummy 0.8406 0.3246 CD 
Mod. Rent Stab. Dummy -0.7421 ORS si3 -1.38 
Interest Rate -0.1618 0.0686 -2.36 
Be Ooi ees 22a nee my 
KARUS Ted hr e= On ors 
Durbin-Watson = 2.05 
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RENT STABILIZATION POLICY AND NEW CONSTRUCTION 

The principal conclusions to be drawn from this 
analysis are that rent stabilization has impacted 
construction of new rental housing in Los Angeles, but that 
impact has been modest and has diminished over time. It 
should be emphasized that these outcomes refer only to the 
Specific situation of Los Angeles, especially the moderate 
form of rent stabilization that the City has adopted. litere 
is no hard evidence on the impact of more severe forms of 
rent regulation on new housing construction. 

Two arguments flow from these conclusions. sFirse, tue 
effect of rent stabilization on new housing development 
depends not only upon the rigor or moderation of regulation, 
but. also on the predictability of the regulatory structure. 
bnat- 1S, Us 4propensity To lUchange.. Second, ven 
Stabilization pobicy insofar as it concerns sei beets onanew 
construction, should take these ‘characteristics into 
account. 

The diminution of impact over time is predictable, but 
has not been discussed in the literature on moderate rent 
stabilization. If newly constructed housing 1s net subject 
to regulation in a market that has very low vacancy rates 
and. rising incomes, such construction would,von the face of 
it, present 200d opportunities for investment, especially at 
the upper end of the market. The evidence in the HRS&A 


report suggests that recent movers, who include a 


81 


pseihies to paid at 
7 ise ep td ae iain ok: inal ot 


> vathagey Bet pain eee iare anee rats ew cleq dare 
a i 
PA Or Pe 7)! Sp teestenn4 


— 


eo ya" ie <ette® &8> gan sneqei 


4 
1b | ene Se) Geis Sney cas ene a bios 


<y Fe 


} Ores Gre jue l ogee: beg Yo Masreiv/s sf32 


A+ 39° See) 


: 3B 460 Wis @nt Sel) Masttcidedese 
cp atne Sra ey Sheqn? «fi gue Sout sve Nee 


oa 


°t- pepe iertanss evieog) Wah G8 eu) Ate 


“ert? sthcfavisnes sess acre wo)! a ee, 
iefeeed piieuah iedit ty mol der st eee 


tp latiéctehae YS seRhs Ser Her) bes 


> 


J 

. 
?- Bis 
o~ a i- 


ace ernialuge* #65 Wo yitieoninite ns eh Le. ut 
die? 4802984 «SERED a1 Ne: | ; tend 
Me BIOC1 In er soonsr °F ee Sede. VOtle4 re jac 
eens SGf jut @Sce Ie. asast =e ? Gives 
ee a) enis aave. =>.90! Se) fice} alee “Oy 1 
eae bee it, wydsessih! a Ob eer tt ae 
‘ at eove 


; a Gon 41 Shikspt Gutsy <Iere 


i a eee al” as 


2 


Re lage anita iibrs 49% Pherae 
, Attracts) a3 Py bet iow ; WW teee@ “ea 


: . 
Aj aiechi¢e wey fiheows acs 1 kon TeQetr-wiy 


: Ve, Pals ets 2559 ; 
oS ree ee aPnd? 1 j pave, Page 


Substantial proportion of renters with incomes above the 
median, will pay a rental premium in a rent stabilized 
Markey. The principal inhibiting effect of rent regulation 
on new construction in such a market is the fear that it may 
be extended to new housing at some future time. If that 
does not occur within some years, then the fear may be 
expected to diminish and the probability of future 
regulation to be discounted in the market. Something like 
this appears to have occurred in New York City through the 
1950's and 1960's, even though rent regulation was strict in 
form. In Los Angeles, with its relatively moderate form of 
regulation, the process may have been faster. By 1984, the 
inhibiting effect of rent stabilization was: undetectable: 

If this analysis 1s correct, then 1 Nas several 
itiplacations for policy. First, substantial changes ii ene 
structure and stringency of rental regulation should be made 
infrequently and with due attention to their potential 
effects on construction of new rental housing. Maintenance 
of predictability beth in the structure of the rent 
Stabilization ordinance and In its administration are wakely 
to be important signals to the market that investment will 
be profitable. 

Second, if further incentives: for private rental 
housing construction are desired, they may take the form of 
subsidy, for example, through tax exempt bonds, or they may 
be sought by reinforcing the confidence of investors that 


new rental housing would not be rent stabilized at some 
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future time. An attempt to do this by amendment of the City 
Charter failed in 1980. However, a similar result might be 
attainable through the execution of contractual agreements 
between the City and developers, especially where some clear 
public purpose such as construction of moderate rent units 
can be shown. At this time, the necessity for such a policy 
tool does not appear to be great. However, in the future, 

it might be a valuable component of housing policy. “he 


legal questions involved are clearly beyond the scope of 


tas, report. 
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CHAPTER 4 


MAINTENANCE AND REINVESTMENT IN THE RENTAL HOUSING STOCK 


Among all the potential consequences of rent stabilization, 
perhaps the most frequently debated are its effects on housing 
maintenance and reinvestment. This concern is not misplaced. 
The importance of maintenance and reinvestment for sustaining an 
adequate housing stock can hardly be overstated. Housing is the 
most difficult of all consumer goods to increase an quent reyeor 
CO replace if itis. lost for any reason.  Dt-wis) cosuly, sion. — 
lived and takes considerable amounts of time to produce. In any 
given year, no more than one to two percent of the stock can be 


added under normal circumstances. 


With reasonable maintenance and reinvestment in major 
subsystems, such as roofs or heating, mest housing will Vast av 
least fifty years, and may be used almost indefinitely. As 
housing ages, however, it commands a lower price because it is 
depreciated and obsolescent, and thus becomes an important source 
of shelter for lower income groups in the population. But 
without maintenance and reinvestment, housing, like any other 
capital asset, may become unusable. For want of a relatively 
modest cost, its “entire value may be lost. From Chis spernvec. 
View, the housing stock of a ‘community is a) valuablewsocial 
resource that should be treated with due attention in relation to 
aly policy proposals or changes that might. be expected to affect 


it. 
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This chapter explores the available evidence on the impacts 
of rent stabilization on housing maintenance and reinvestment in 
Los Angeles. Of all impacts, these are probably the most 
difficult to identify and measure with precision. Thus, the 
analysis must often rely on indirect indicators rather than on 
directly measured information. Nonetheless, the importance of 
the subject. is such that no policy analysis cf rent stvabalizarron 
would be complete without an attempt to gauge these impacts to 
the extent that is possible, The chapter as structured iw 
parts. First, we consider the issue of maintenance, and second 


that of reinvestment. 


RENT STABILIZATION AND MAINTENANCE OF HOUSING 


Housing maintenance is easy to understand intuitively, but 
very difficult to measure without using extremely costly methods. 
While almost anyone can recognize housing deterioration, finding 
an easy and economical way to measure it has resisted many 


atcempts, including those of the U.S. Bureau of che Census: 


Maintenance in rental housing may be defined as the short- 
term utilization of rescurces in order to sustain Che Level ven 
quality that a housing unit or building provides. “It may staKe 
many forms, for example, promptly fixing leaks before major 
damage occurs, regular cleaning of public areas, or removal of 
trash at frequent and regular intervals. Maintenance is an 
important determinant of the quality of a housing unit. Together 


With the initwal nature and-quality Of Construction the age and 
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obsolescence’ ot thesinit or building, and the services that are 
provided) 1t--defines the “overall quality of housing thav. a 
resident will experience. Within a given neighborhood or housing 
Submarket, the housing quality of a unit in competition with 
other units will determine the rent that it can command. Thus, 
maintenance is a part of the cost of operation of rental housing 
that directly affects both the quality of the housing for tenants 


and the income that it generates for owners. 
Maintenance and Rent Stabilization 


From an owner's perspective, maintenance is a cost that may 
be varied more easily than most others, such as taxes, interest 
payments, utilitaes or insurance. ft ts the ‘cost element etuavers 
most directly controllable at the owner si "discretion... im-au 
unregulated rental market, an owner's decision about the level of 
maintenance to be provided should reflect a judgment about the 
rent Level that a unit of a given size, quality and slecationawies 
potentially command. Rent minus operating costs and mortgage 
payments defines the short-run cash flow and the pre-tax rate of 
return on the unit. Maintenance affects botnesides of tnis 
equation. Thus, it 1S a manipulable variable that an owner may 
use to respond to market shifts in order to maintain or enhance 
the profitabiluty or a burlding.. If. for example. an owner 
senses that incomes in an area are rising, then upgrading the 
maintenance of a building may attract tenants willing to pay 
higher rents and generate higher rates of return. Conversely, if 


incomes in an area are falling, a housing unit may no longer 
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command the same rent level as before. In order to sustain cash 
flow, the owner may have few short-term means other than reducing 
maintenance or service levels. In both instances, an owner may 
also adjust in the longer term through major reinvestment or 
disinvestment in the building, but the initial response is most 


likely to occur through changes in maintenance or services. 


If this description of the nature and role of maintenance 
expenditures is accurate, then the impact of rent stabilization 
on maintenance should occur as a result of pressure on rent 
levels. If rent levels are maintained by stabilization below the 
market, and if costs rise, owners may be able to maintain cash 
flow and rates of return by reducing maintenance. In effect, 
they would be reducing the real quality of housing supplied so as 
to reflect its’ reduced real price, This 1s essentially stine Voure 
that is used in most economic arguments that assert that rent 


regulation will tend to result in reduced maintenance, 


ft has also been “argued that if “rent stabilization sustains 
a rent level at which demand consistently exceeds supply, owners 
may also be able to reduce maintenance levels because they no 
longer have an incentive to keep vacancy rates acceptably low. 
This is an alternative formulation of the argument above, 
differing only in the circumstance where net operating income is 
hot. reduces Dy rent Stbabilazation, that 1s, where sent levels are 
not Slenivitveantiy Lowered by regulabiow although their rate or 
inerease May be curbed. Under conditions of high demand, thws 


may be possible. In effect, rent stabilization would hold rents 


87 


s : 
ies oa i ceveted ae daisy ee 
RAE are Qete bread o)ase eet Yves! s)= <1 vo ees Sel 
ms BME eh. winieee. eDerss ay oPiaee 
Setad egamnd ows. Gqvel wie’ of (sy t§ one 
| leiste), S67 Ju)* grial ne OM) as seasncernirus 
.@ hipersiciis et«shgiertx @rctes wiGeu ¥ ):) oh; 


2 


ae oP CLS PM. Nsiitan OFS Th Ho: dyed ores 1, 
: eo _ = 
A1ESI%. ies Teveess af2 esa? 


pSSe%Btae, BS e=8y i bese 


_ : 
- @eveseyg 7-62 ~ © S&P ay. ¥)\" ehiy ENS in 24e ad 


sa " mafaezi deed. 2 SOc 6a fim * 6 ae J} sane 7 Pay i 
7 

: a.) 

sacha oY alte Sn’ qe) Ger (he) bares ' ~. .2eee2e 


OT ee ne 
a) 

Potaiucal Wh GF levi fon see Baleytew om bb 4 : 
= 7) sict a 58 e* € Pay 4 OT « ’ aT ® « 


z a - 
3a, Faserh fox 7S - & — ° : s 76 Se 
es 


Siew 255ihe» wi 2 : ' caer ci }-96 


_ — 
ee@edp Wrst 8) aks) Shegw mea - 5 
o. 
: a . @i39+4s ql. Iae a adDee ne @ ar ‘ a 4 
a 7 
SE ePe et eNO! 432% elpine e215 wy. a2 Alcea oo 
ae - } 
-_ 7 &ste > foes ’ toe meno | 94% Pe f hua . 
a. A GAS 30 PDide lita? iv ; 
ae | : 
aa e282. 50853 aya wi @i wie : 
>? > st: ae ,sOidcsili vide ater $ bean ha 7 
ahs Sieeiatie 
> . 7 i és - a 04 we 7 > Cire * 
. : a =“ oa}? , re 7 a) - Sea . ] 7 2s 7 RA se Jie 


Z ss on bibdate ad we 198 Sf aT steetow), 


: Ser rie pa hel Ph logos toa! ve 
. 


below market levels, but their rate of increase would neverthe- 
less exceed that of costs. Owners could increase returns under 
these circumstances by reducing maintenance without risking 
vacancies. Indeed, their perception that demand would allow them 
to push rents still higher were it not for regulation, may induce 
them to seek out such alternative methods of increasing the rate 


Of return. 


A full analysis of rent stabilization. impacts should atvempe 
to elucidate the extent to which changes in maintenance following 
the implementation of regulation conform to the possibilities 
suggested above. In practice, “such an “analysts Was mueveqsuce: 
possible because of the data that it would require. Instead, we 
must use such indicators as are available to describe the nature 
Of the changes that have occurred in Los Angeles in Gpecenc, years. 
and rely on partial means to suggest the nature of the causes 


that are involved. 


Changes in Indicators of Maintenance 


Since it is not possible to measure maintenance directly, we 
must turn to indirect means. The 1984 Rental Housing Study has 
generated information related to maintenance from five principal 
Sources: 

o Landlord survey 

o Franchise Tax Board 

o Institute for Real Estate Management (IREM) 
o Tenant survey 


o U.S. Census American Housing Survey 
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The first three of these provide owner-reported information; the 
last two are based on tenant interviews. They permit generation 
of two types of information related to maintenance that can throw 
light on the question ef the impacts of rent stabilization, seune 
first type of information is the assessment of changes. in 
indicators of housing quality by residents. If housing quality 
has declined in people's perceptions, that is a strong though not 
certain indicator that maintenance levels have also declined. 

The relation iS not absolute, since perceptions may be ta error, 
But the presumption that people can recognize such changes is not 


unreasonable af it AS statistically supported: 


The second type of information consists of reported 
expenditures on maintenance generated at intervals by surveys of 
owners of buildings. Such information may be reported in doliiar 
terms cr aS a proportion of, total. Operating costs. wi mee mone. 
case, shifts in maintenance expenditures should show up, although 
the magnitude of the shifts may differ depending on the form of 
reporting that is used. We shall use both quality assessments 


and expenditure data in the following discussion. 


The available data sources provide assessments of housing 
quality by tenents in two forms: Specific indicators and level's 
of Satisfaction. In the first. instance, tenants may be askedytc 
report whether Specific deficiencies exist, in their housing. 
Comparisons of Surveys at different times or, pDetween stabiia zed 


and non=-stabilized communities then provide an indication of 
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whether housing quality has changed. The tenant survey conducted 
by HRS&A contains questions that match those asked on the 1977 
American Housing Survey for tenants in Los Angeles and in the six 


comparison cities. 


Exhibit 4.1 summarizes the responses of tenants to 
questions concerning three items related to maintenance, together 
with an estimate of the total proportion reporting units in need 
of repair for Los Angeles and the comparison cities over the 


period 1977-1984. 


EXHEBIT 4 gl 


Housing Quality Indicators Related to Maintenance 
(Proportions of Respondents Reporting) 


Los Angeles Comparison Cities 
1977 1984 1977 1984 
Housing in Need 
of Repair 12.5%%* 15.6%** 4, 8Z#* 15.9" * 
Incomplete Plumbing 1.4 Bile) al 1.4 
Inadequate Heat 1OSs VOrad Sh ead! 10,.2** 
3 or More Minor 1.6%* T20e* 1.3%* Oo 


Defects 
Sources: 1984 HRS&A Tenant Survey; 1977 U.S. Annual Housing 
Survey 


Notes: **Differences between 1977 and 1984 are statistically 
significant at the 99% confidence level. 


Although the table suggests that the quality of housing may 
have declined over the period 1977-1984, the extent of decline is 
much greater in the non-rent stabilized comparison cities than in 


Los Angeles. In both areas, the overall percentage reporting 
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their housing in some need of repair rose to over 15 percent. 
Similarly, the incidence of three or more minor defects, a 
possible indicator of deferred maintenance, increased from less 
than two to over six percent. The only substantial difference 
between Los Angeles and the comparison cities occurred in the 
case of inadequate heat, but that shift was much greater in the 
comparison cities than in Los Angeles where the incidence fell. 


The decline, however was not statistically signiticanc. 


Although, there appear to have been changes in physical 
quality of housing over the» period in which rent, stabilization 
was implemented, those changes cannot be attributed on this 
evidence to rent stabilization. This perspective, 1s: neinterced 
by the results of survey questions on the general satisfaction of 
tenants with various aspects of the quality. of their: housing. 
Exhibit 4.2 reports the percentage of respondents in the 1984 
tenant survey who expressed general satisfaction with a number 
of Sndicators of Nousang qualaty.,. satisfaction. via cos 
instance, means that the tenant response was either "very 
Satisfied" or "somewhat: satisfied" in relation to. a given 
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Tenant Satisfaction with Aspects of Housing 
Quality 


Percent Satisfied 


Los Angeles Comparison Cities 
Quality Indicator 
Physical Condition 79% 80% 
Upkeep fb ae 
Speed of Repair 70 ee 
Landlord 75% 81% 


Source: 1984 HRS&A Tenant Survey 
Notes: * Difference is statistically significant at the 90% 
confidence level. 

Virtually no difference exists in satisfaction levels 
between Los Angeles and the comparison cities in relation to 
these items related to maintenance. The only variable for which 
a statistically significant difference can be detected is the 
tenants! attitude toward their landlords, for which satisfaction 
in Los Angeles is distinctly lower. Unfortunately, no comparable 
questions to these were asked in the 1977 Annual Housing Survey, 
so it is not possible to say how these perceptions might have 
changed in the period during which rent stabilization was in 
existence. However, for rent stabilization to have had a 
negative effect on quality strong enough to show up in tenants' 
perceptions, the level of satisfaction would have had to have 
been much higher in Los Angeles than in the comparison cities at 


the: earlier Gave... [habe is a very unlikely possibility. 
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If no aggregate impact on maintenance can be detected, it is 
Still reasonable to ask whether such an impact might not have 
occurred for specific groups at a scale that ‘cowld not be 
revealed: in the total. Exhibit 4.3 presents information son aune 
level of satisfaction. of tenants in Los Angeles and «the 
comparison cities broken out by length of tenure. It has been 
argued in the Volume on Impacts and Alternatives of this report 
that length of tenure is one of the most erivtical, variables 
affecting the impact of rent stabilization benefits, for Tenants. 
If that effect also applies to owners’ return, then an impact. on 
maintenance and housing quality might also be expected. In fact, 
Exhibit 4.3 does show some significant differences, but they are 


not entirely in the direction that we might expect. 


From the HRS&A report, we understand that the tenants most 
likely to benefit from lower rents due to rent stabilization are 
those whose tenure predates the implementation of the system. 

Por units, werh, such Cenants, landlords receive substantraily 
lower rents on average than would be realizable in an unregulated 
market. Thus, they would have an incentive to reduce maintenance 
in order to increase their net incomes. If this were the case, 
tenants would experience dissatisfaction with the physical 


conditions in their housing despite the low rents. 
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EXHIBIT 433 


Tenant. Satisfaction with Housing Quality? By 
Length of Tenure 


Length of Tenure (Years) 
<1 1-2 3-5 >6 


Los Angeles: Percent Satisfied 
Quality Indicator 


Physical Condition 85% 80% 79% 75% 
Overall Upkeep 83 78 77 73 
Speed of Repair 76 69 69 67 
Landlord 85 79 82 16s 


Comparison Cities: Percent Satisfied 


Physical Condition 92 79 fa 79 
Overall Upkeep 89 Ue fe (6) 
Speed of Repair 89 TA 70 67 
Landlord 89 78 ic 76 


Source: 1984 HRS&A Tenant Survey 


The data in Exhibit 4.3 are consistent. with this Hypothesis. 
Satisfaction with physical condition declines with “lengtin of 
tenure in both Los Angeles and the comparison cities, but the 
decline is much more consistent in Los Angeles. Furthermore, the 
percentage of satisfied long-term tenants (that is, with tenure 
of six or more years) is in every case lower or equal in rent 
Stabilized Los Angeles than 10 is an the six comparison cities 


WLtChOUD Stabila cion. The same is true for recent movers to 
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their apartments (less than one year's tenure). However, for 
tenants with tenure of one to five years the picture is not 
Clears Only for speed of repair is theim proporid ono te samo 
tenants lower in Los Angeles, and that by a modest degree. 

A tendency for tenants with low rent-to-income ratios to be 
generally more satisfied with their housing has been reported in 
other studies. If length of tenure and rent-to-income ratio were 
correlated, this could be an alternative explanations on une 
relationship in Exhibit 4.3. Los’ Angeles Tenants witn evietmyeamuean 
rent to income ratios (above 40 percent) are substantially less 
Satisfied than others on all four indicators reported here as 
shown in Exhibit 4.4. But for those spending Less thanw40 
percent of income on rent no clear trend emerges. However, 
length of tenure 1S not highly correlated with low rent to aacome 
ratios, because many very low income tenants have lengthy tenure 
spans. Thus, the observed relationship of the housing qualioy 


Indiveators to tenure appears: to be valid. 


EXHIBIT 4.4 


Los Angeles Tenant Satisfaction with. Housing Quality: 
By Rent to Income Ratic 


Rent to Income Ratio 


Gea) ~20-.24 -30-.39 >.40 
Qualicy, Pudicator Percent Satisfied 
Physical Condition 81% 78% 80% 73% 
Overall Upkeep 19% 77% 79% 73% 
Speed of Repair 71% 66% 69% 59% 
Landlord 74% 76% 83% 73% 
Source: 1984 Tenant Survey 
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This data suggests a conclusion that in the aggregate the 
IMpact Of -rent Stabilization on Maintenance wand wie qualery oo 
housing in Los Angeles has been modest. For those units occupied 
by tenants with tenure lengthy enough to affect rent levels to a 
Significant degree, there does appear to be some evidence that 


maintenance has been reduced as might have been expected. 


An alternative source of information about maintenance may 
be drawn from landlords' responses to surveys about the levels of 
expenditures in their buildings. Again, the data here are 
imperfect, but they do provide a second and independent means to 
gain an understanding of maintenance in housing. The HRS&A 
Survey of landlords, together with data from the Franchise Tax 
Board and the Institute of Real Estate Management, provide data 
on operating expenditures in categories that are relevant to 
maintenance though they do not measure it directly. An indicator 
of pressure on maintenance expenditures is provided by the ratio 
of operating costs (which include more than maintenance expenses) 
CO Cross ineomne tin a burlding. “Et operating Costs sare macine 
more sharply than income, owners will be inclined to reduce their 
expenditures on maintenance because it is more flexible than 
other components such as taxes and insurance. On the other hand, 
if operating COStS rise more Slowly, cvhen” owners will Haver iess 


incentive to cut maintenance. 


Exhibit 4.5 provides estimates of changes in average gross 
income and operating costs per unit for Los Angeles owners as 


reporLledudim othe Survey. — Ihe mumbers “of responses “are 0G, Parge 
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and the quality of the 1977 data depends on the accuracy of the 
records on which these estimates are based. Nonetheless, there 


are good reasons to accept these numbers as reasonable. 


EXHIBIT 4.5 
Income and Operating Costs for Rental Housing Units 


In Los Angeles: 1977 and 1983 


Average Values TOT 1983 Percent Change 
Gross Income/Unit $1,923 $3,184 66% 
Operating Cost/Unic 943 ets 36% 

Net Operating Income/Unit 980 1,900 94% 
Operating Cost/Income Ratio 49% HO% 


Source: HRS&A Landlord Survey, 1984 

Note: Data reported here include only cases covering both 
years. The average operating ratio for the entire sample 
in 1983 was 43% 

The most striking features of Exhibit 4.5 is thevsrarp 
increase in average net operating income between 1977 and 1983 in 
Contrast to Operating costs. Gross income per unit in’ che vsampue 
rose by about 66 percent over the period. However, net operating 
income increased substantially more, about 94 percent, because 
operating Costs grew at a much Slower rate than income.” Um tne 
evidence of this data, owners were able to avoid the pressure on 
net operating income that might lead to reduction of maintenance. 
However, the composition of the change in operating costs reveals 


one critical factor. In Exhibit 4.6 changes in the components 


Of Operaving cost are “shown to be or two types. .On tne one hand, 
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those elements that typically enter into maintenance and 
management increased on average at much higher rates than gross 
income. On the other hand, reported taxes (principally, property 
taxes) actually fell during the period by 45 percent. Inferences 
from this data must be treated with caution. Nonetheless, it 
does appear that costs directly associated with maintenance did 
rise more steeply than income and that pressure on maintenance 
would have been greater but for the effect of the restraint on 


taxes brought about by Proposition UW. Win facu, «dummies cs 


EXHIBIT 4.6 
Changes in Average Expenditure Per Unit for Selected Components 


of Operating Costs, Los Angeles, 1977-1983 


Cost Component Percent Change, 1977-1983 
Salaries 102% 

Uti EEGT es 118 
Management and Administration 144 

Parts) and supplies 92 

Contract Maintenance fa 

Taxes and Fees (45) 
Insurance 80 


Source: HRS&A Landlord Survey, 1984 


period, the share of operating expenses accounted for by taxes 
fell from 33 percent to 15 percent of average Costs per unit. 
Although the rate of property Uax increases On bulidings that de 
not change Ownership continues Vo be restrained, Cranstera os 
property will tend to erode this Cax shift over vime asi Dulidings 
are reassessed on sale. As that occurs, pressure on maintenance 


may be expected to increase. 
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Other direct evidence on shifts in maintenance expenditures 
is not available. However, the other data sources do indirectly 
Support the argument made here. For example, between 1977 and 
1983, the average operating cost ratios reported by IREM fell 
from 45 percent to 38 percent, a change quite consistent with 
that shown in Exhibit 4.5. Similarly, data from the franchise 
Tax Board reveals an average operating cost ratio in 1983 of 41 
percent. However, no data for the earlier period is available. 

The Institute of Real Estate Management also generates some 
information on maintenance and repairs. This annual data covers 
a sample of larger buildings in the Los Angeles region, including 
an unknown proportion in the City. Although nove direcriy 
applicable, it can provide contextual anformations.. Burldincsain 
IREM's sample showed an increase in average expenditure per 
Square foot from 19 cents in 1977 toa: 32 cents im 196205 4000 
percent increase. In contrast, San Diego data showed an anerease 
of 60 percent compared to an average increase of 87 percent in 
erties of the Western U.s. This suggests that Los Angeles may 
be at the lower end of the spectrum in the West, but not in 
Calirernia: 

The median percentage of operating costs spent on 
maintenance and repairs in the Los Angeles region also rose from 
Seb to 6.0 percent from 197 to 1982." Botherne si zesor erie weary 
and the median percentage are large when compared to other 
Cities. In San Diego, the percentage rose from 4.4 to 45 
percent, end 10m Westerm U.o. Crtiés, it ell from 5. eco s4ey 


percent. Although buildings in Los Angeles constitute only a 
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Parw or the total? it Gs highly unlikely that their sbenavicr 
could have differed from the average by a large amount. 

In conelusion, within the limits imposed by available data, 
Uiiere as NO indicaciven that Pent. SsStabLiization Nasmiad amuaen 
impact on maintenance of the housing stock. It does appear that 
there may have been a general lowering of housing maintenance 
quality in the Los Angeles area, but that has occurred both 
inside and outside the City. There is also some evidence that a 
maintenance squeeze may have occurred in buildings with numerous 
long-term tenants. Furthermore, the likelihood exists thay the 
reduction of property taxes due to Propesivion 13 ase averted 
much of the pressure on maintenance that might otherwise have 


occurred. 
REINVESTMENT IN THE “RENTAL HOUSING “STOCK 


Reinvestment in the rental housing stock is an important 
factor’ in the continued provision of affordable housing, “ Wionenc 
the intermittent replacement and upgrading of major subsystems, 
nousing will cease to be functional even if well malntained. =Buy 
information on the nature and extent of reinvestment in housing 
is very diurficult to Obtain. “Neither the aggregate Vever ar 
investment, Nor Its Cemposivion have been Measured tis tie pas. 
Thus, analysis of reinvestment in relation to rent = stabitiivzarien 
must: use a variety Of partial sources of Iniformaticn and Srtenor 
to synthesize a conerent. pieture from them. In tis “conver: at 
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the relation between rent stabilization and reinvestment is to be 


conceptualized: 


Reinvestment and Rent Stabilization 


Reinvestment in housing may be defined as the utilization of 
Substantial amounts of capital on an intermittent basis for two 
types of purpose: (1) replacement of obsolescent or worn-out 
subsystems, for -example, roof, heatarg or “electrical, necessary 
for a unit to provide hosing services at a given levels anda2) 
Substantial upgrading of the physical quality of a housing unit 
in order CO attract. tenants able and willing Uo pay nuteier scent. 
than those currently realized. The former case is analogous to 
maintenance, but if is differentiated in practice because wie 
requires substantial, lumpy capital expenditures and oceurs, sap 
intervals of at least several years for any subsystem. The 
latter case reflects a judgement by an owner that a building is 
located in a housing submarket in which investment would lead 
to a rent and revenue increase large enough to raise the rate of 


rPecurn on the property by more than the cost of the investmenc. 


The two instances differentiated above often occur together 
im tie process of rehabilitating housing. However. tier 
implications are net identical. Replacement of major = subsyscems 
ab perlodie intervals is necessary for housing to continue fo 
funetion. and provide services at a given level. “Investment ain 
such replacements does not necessarily imply that a building will 
generate higher rents in the market as a result. A prospective 


tenant is unlikely to be aware of a new roof on an apartment 
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building. Historically, some owners have maintained sinking 
funds in the expectation of replacement of subsystems, and set 
Lhelm nents to reflect (that«expeetation. | Others. pemiodicalny 
refinanced their buildings and used part of the proceeds for this 
purpose. But in either case, replacement expenditures have to be 
allowed for. In the absence of replacement, increased maintenance 
may allow old ayes to continue in operation for) a while —sour 
eventually the possibility of “such a substivurien mo fouge: 


exas us. 


Rehabilitation and upgrading, on the other hand, are clearly 
undertaken with the prospect and objective of increasing the net 
rental revenue Of a building.-§ Such an acLion would: sony ema cen 
by a rational investor where isuch an increase as Gn prospec, 
that is, where rents may rise to reflect the changing quality of 
housing Services provided.  Keinvestment in» Chis. form Nas, oicen 
been regarded in a@ positive light.,. since Wt. tends too amprove vie 
quality of neighborhoods and increase tax revenues to local 
governments. It may also have negative effects, notably 
displacement of people unable to afford higher rents. a process 


often called gentrification, 


The distinction between replacement and upgrading poses a 
dilemma for the theory and operation of rent stabilization. A 
generally held objective of rent stabilization statutes is to 
Maimcary the overall quality of the housing stock, which amplies 
thateperiodie capital replacement should be encouraged. Yeu, 10 


this process of rehabilitation and upgrading also responds to 
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rising demand with higher rents, then 3b 1s in conflict. witnetie 
Stated goals of rent stability and protection of tenants from 
displacement. Since upgrading often requires treatment of an 
entire building rather than a. single unity sitidsedipricul eee 
Carry it out only on units for which rents may be raised without 


a burden on existing tenants, for example, on vacancy. 


Rent stabilization ordinances therefore normally control the 
reinvestment process, allowing for rent increases to encourage 
necessary capital replacement of specific desirable improvements, 
such as the installation of fire warning systems. But Enese ent 
increases are constrained to the level of cost incurred by the 
owner “and ref leet that. cost spread oul CVer aespecintlecdmurrer 
Ordinances differ with respect to: the allowable improvements; 
the length of time over which an improvement is amortized into 
rent; whether the resulting inerease is continued indefinitely; 
and whether such rent increases are granted in addition to or in 


place of regular, scheduled increases. 


The Los Angeles ordinance has a capital improvements 
provision that 1S recognized as relatively liberal ani conper ison 
with others. Nonetheless, it essentially attempts to encourage 
replacement without upgrading to levels that would result in 
Major shifts In ental and Occupancy characteris tires. tie 
ordinance also includes. provision. for major trehabilicatraensor 
units tnat. would result in their removal from rent regulation. 


However, the levels of capital expenditure per unit are quite 
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high ($10,000 - $17,000 per unit), and the provision has been 


used in only a small number of instances. 


In an unregulated housing market, the level and nature of 
reinvestment would normally depend on owners' calculations about 
the~ potentral returnarrom sustaining @ bur ldingein Avsecimenw 
form as=opposed to upgrading it or demolishing Tp in sorder womise 
the land for an alternative investment in housing or some other 
use. In the aggregate, these decisions will be subject to; many 
influences: including changes in demand for housing, shifts in 
relative Costs of new ‘construction and rehababitarion: 
regulations that encourage or diScourage one or another form of 
development, and changes in interest rates and tax rules. Rent 
Stabilization May also affect, reinvestment if i eabvers ec ae 
potential returns from rehabilitation by holding rents below 
market levels. However, the extent and direction of the impact 
on reinvestment at a particular place and time 1S ditficult vo 
estimate. Fully assessing the impact of rent stabilization on 
reinvestment would require an effort to sort out the relative 
influence of all the factors noted above; Such an analysis 
Cannot now be done owing to the ampossibilivy of “acquiring one 
necessary data. Instead, we will use available data to focus on 
the character of reinvestment in Los Angeles since the inception 
of rent. stabilization, with special emphasis son tne operations cf 
the existing mechanism for provision Of rent increases to support 


Capital improvements. 
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Reinvestment in Rental Housing in Los Angeles 


Information on reinvestment in the housing stock is quite 
fragmentary. Indications of its nature in recent years may be 
demived from two sources: (1) records of @pplicaltons 10m wacnE 
increases under the capital improvements provision of the Rent 
Stabilization Ordinance; and (2) responses to the landlord and 
tenant surveys. Unfortunately, no data on reinvestment exists 
for the period before rent. stabilization, nor are daca avallac 
for the-comparison cities. Most of the following discussaeumis 


therefore based on the capital improvements. provision, dara. 


The Los Angeles Rent Stabilization Ordinance allows ior enc 
increases beyond the standard annual increase in several ways, 
among them provisions for capital improvements and renovation, 
and a little used provision for total exemption of units 120m 
rent stabilization upon. substantial renevation. ‘the ecapura 
improvements. and renovation provision permits rent increases: te 
reflect the cost of major replacement items and improvements with 
at. least a five year lafe. A wide variety of items are included: 


ranging from new roofs to smoke detectors. 


Costs are amortized over a five year term and allocated to 
benefitted Wnits. in the Porm of rent increases over jand above vany 
scheduled increase. Unlike some jurisdictions, Los Angeles does 
nev require thay increases expire at the end of the five year 
perrod, and Uley Decome woart Of whe base for future: scheduled 


AdiuSstmencs. Wie, appl ieavion precess for a2 capital amnprevemenc 
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requires invoices for work and materials that are reviewed by RSD 
stati. “Although it has. been criticized as teo complex, in Tact, 
Ue process Us Not excessively iso a comparisons wie, ovuner 


governmentally regulated procedures that involve review of 


expenditures, 


Although data has been collected on the capital improvements 
provision from its inception, a detailed analysismhas mou ween 
previously attempted. The data that follows is based on a random 
sample of approximately ten percent of the  toral cases seruce 
1979. The methodology for drawing the sample is described in 
Appendix S.F.° Estimates of Volumes Of actly icy, so mes 
instances, have been derived by weighting sample estimates 
according to the proportion of the total popubarien enav ihe, 


represent. 


The central issue in reinvestment concerns the level and 
adequacy of capital agnvestment in the existing stock, 
EXnibit 4.7 provides an overview of the contributwon. vo tha: 


investment that occurs through the capital improvement provision. 
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EXHIB EY. sal. 


Rent otebilization Capital Improvement. Activity, Gos Angeles, 


1979-1984 
Estimated 
Year Applications Approvals Approval 
Rate (%) 
es) 1,008 850 84.3% 
1980 Cy NGS esr) 88.64 
1981 a (shay! CoO Gee 
1982 2,004 2,430 Sloe || 
1983 2 AZ eae 5 89.8 
1984 2,684 2,410 89.8 
foval 14,010 aaa to 88.9 


Sources Rent Stabilization Division records; Capital Improvements 
Sample 
Through the six years of the program, applications have averaged 
2,335 per year, with the highest level in) 1982 ate, 05 eee 
the initial startup, there 1s no trend if the datacas [he oro dan 
has apparently settled down to a level that varies: around 2-000 
per year. The approval rate has been high, at about 90 percent 
in Most years. .On the face of 10, this Ls an accessip le prec an 
that offers landiords an opportunity to upgrade the oqualivy cr 


their housing. 


How much the program contributes to the needed reinvestmens 
in the housing stock becomes clearer when we look at its impact 
on buiidines and units Ta dollar terms. Exhibit 4.95 shows tne 
estimated total value of improvements approved in each year with 
tne numbers of buildings and housing units afrected. Simee Sone 
buildings were associated with more than one capital improvement 
appliecatwob, ve mumbers are lower than tor total appiacarions, 
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registration number, which may in fact cover more than a single 


building under some circumstances. 


EXHIBIT 4.8 


Capital Improvement Value and Buildings Affected, 1979-1984 


Year Total Value Number of Average Investment 
Approved ($) Buildings Per Building 
1979 SSE Lie wae zette. fo ye $3599) 
1980 8, 0095151 ire oO 4,687 
1981 VOWS 9 O98 2,244 WOLD 
1982 14,969,359 2,246 6,005 
1983 1Oy29), 052 1,896 5,431 
1984 i2e2ia5g20 CLE De Sues 
Total $59,641,814 Uninelsa( $5, 346 


Source: Estimated from Capital Improvements Sample 


in recent years, Capital investment through this provision 
has generated an estimated $10 million per year. This figure has 
not changed appreciably, nor has the number of buildings 
involved, which is around 2,000 per year. Since there are 
approximately 70,000 buildings registered under rent 
stabilization, not more than three percent in any year are 
generating reinvestment capital by this means, totalling about 16 
percent Of buildings in all. As we shall discuss further Delow, 
tors 1s clearly far below the proportion of buildings on which 
some form of capital improvement or replacement would be 
expected. The average value of improvements per building is also 
Gace. moqest . about $5,300, im any year, However, given the wide 
Variety of improvements that are acceptable, this figure is not 


unreasonable. 
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How does this reinvestment affect housing units and rents? 
In Exhibit 4.9, estimates of the numbers of units affected and 


the impact on their rents are presented for each year. 


EvHIB iT. 429 


Capital Improvements, Housing Units and Rent Impacts, 1979-1984 


Year Number of Average Monthly Total Annual Value 
UnEes Rent Inerease Of Rent Increase 
Wee 8,400 yOmee $ 8626976 
1980 29 hoy 4,62 TRO e965 
1981 24,468 7.45 OPO tr A39 
1982 TORS Bye hee erie hee ( OS) 
1983 20 pee 6.54 2, 00193 
1984 ‘abe Y ect ba oUt Agha a eo k 
Lotval NSO, 65) 6.34 Si ee Oss 


Source: Estimated from Capital Improvements Sample 


Im proportion tothe 534,000 units in the rent stabilized 
stock, the 26,000 units affected per year amount to about five 
perceny Of tne total. This) higher proportion is accounted, for py 
the tendency on the part of owners of larger buildings to use the 
Capital improvements provision relatively more frequently than 
others. What proportion of total units have been affected 
Eharougnouy the period is unpeertain, bub the data on the frequency 
Or mutei ple sapplicavions suggest that as much 25 percent of the 
total may have received at least one capital improvements 
increase. The average rent increases have changed little over 
the years, amounting to around $7 per month. In 1984, this would 
heave pecn approximately 1.7 percent. of the average rent réported 
ineche tenant survey. Although this seems modest, it should be 


borne in mind that increases may be granted for more than one 
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Capital improvement and each increase is given in addivion vo the 
regular rent increase of 7 percent. The total rent increase 
therefore may amount to 9 percent or more in a given year. Given 


tne degree Of Variation in these numbers, it will be mueh higher 


Lom some tenants. 


The aggregate picture presented above suggests that the 
Capital improvements provision does generate a significant amount 
Pieeciovestment ini the stock, although it is only a part.oF tne 
total that is needed. In order to understand its impact, we need 
to examine how the investment is distributed in two respects. 
First, we will consider the impact of the program across 
buildings of differing sizes. Second, we will analyze the types 


of improvements that it has supported. 


The capital improvements provision has tended to attract 
Sygers of “larger buildings rather than smaller ones. Exnibpit 
4.10 presents data on reinvestment and rent impacts by size of 
building. Of the total reinvestment generated, over 67 percent 
Was darected to buildings of 12 or more units. The proportion of 
Doats Tn Dua ldings Of Lis size in the rent stabilized stock ais 
approximately 37 percent. At the other extreme, about 12 percent 
of total reinvestment went to buildings with no more than 5 
Diese wihilehn AcCcOuUmL fOr 21 percent of such units im the toval 


rent stabilized stock. However, the reinvestment in smaller 
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Reinvestment and Rent Increases, by Size of Building 


Sizes OF Percent of Total Average Average Rent 

Building Reinvestment Investment Increase Per 
1979-1984 Per Unit Unit/Month 

2-5 units ialecoe 855 14.26 

Car wnies 20.00 464 Cart 

12 or more units OUT > Lo See 

Total 100,002 $291 $4.84 


me Ne te ee ee 


Source: Estimated from Capital Improvements sample. 


buildings did take substantially larger values per unit and the 
rent adjustments were correspondingly greater. In part, this 
CWaracteristiec may be due to the fact that the value of capital 
improvements must be of some minimum size which does not 


necessarily Increase in proportion to the size of building. 


Finally, we turn cto the issue of what types of capital 
improvements have been supported under the program. Over 70 
forms of improvement have been identified in the analysis, 
including major investment items, such as roofs and remodeling, 
and gute small items such as linoleum. Few have occurred in 
subsvantial numbers. Exhibit 4.11 provides information on the 
four most most frequently requested and approved items. A full 


lisring is provided in Appendix 3.F. 
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Most Frequent Capital Improvements and Costs, 1979-1984 


Year 
Capital Item 1979 1980 1981 1982 1983 1984 Total 
RGOTS 
Applications ie 950 870 652 697 453 4,144 
Approvals 413 790 785 510 611 393 By 502 


Beverage Cost $2,750 4,778 4,493 5,961 4.662 6,717 1813 


Exterior Painting 


Applications 461 Hy 4 5O2 522 406 4O6 2,198 

Approvals 389 389 Ble 4 yy 369 Sle eeay ars 

BematesC cst 1615955. 1.326. 25222) 20738. 2,151. 368 ees OO 
Carpeting 

Applications V2 362 308 450 PAS ad 128 Pee 

Approvals ae 354 234 4Q3 240 Gis 2 O16 

Average Cost $2,201 982 925, 1,027 2.0918 {20CKs nem. 
Hot Water Heater 

Applications 96 226 350 308 280 240 Tee 00 

Approvals 96 153 BaD 249 Peed | 240 Psi) 

Average Cost $ 482 Te Dany eS 399% S320). 10738 13074 


Source: Estimated from the Capital Improvements sample. 


The data in Exhibit 4.11 provide a means to gauge the extent 
to which the capital improvements provision serves the housing 
stock as a whole. For example, if roofs last an average of 15 
years, then about 7 percent should require replacement each year. 
Although this figure will vary depending on the age of the 
NousiIne stock and the expectations of Gwners, it is a reasonable 
fAtsu approximation. With a rent stabilized stock of some 70,000 
buildings, we might expect about 4,500 to need renovation each 
year. On average, the capital improvements program has accounted 
for some 584 roof improvements each year, or about 13 percent of 


the estimated need. Few other improvements have expected lives as 
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long fas "roofs, “yet this is the most frequently requested item. 
Thus, we may conclude that the provision accounts for an even 
smalber “proportion of total ‘capital investment in other types of 
improvement. Overall, it seems reasonable to assert that the 
program probably accounts for less than 10 percent of the capital 


needs: Of ene housing stock. 


Does this mean “that reinvestment is nev cecurring? That 
seems unlikely in view of the generally favorable picture of 
maintenance that emerges from the surveys. In addition to 
questions on maintenance, tenants were also asked whether they 
had experienced any major improvements since 1978 in their 
buildings. The answers must be interpreted with care, since 
major improvement was not fully defined in the question. 
Nonetheless, over 30 percent responded that such an improvement 


had occurred, as shown in Exhibit 4.12. As might he expected,the 


EXHIBIT 4. 1.2 


Percentage of Tenants Reporting a Major Improvement Since 1978, 
By Housing Type 


Percent of Responses by Building Type 


2-4 units Garden Appt. Lowrise Highrise 
Major Improvement 34.2% 36552 BLOM G. 45.4% 
No Improvement Solel pi Ps. B03 40.8 
Not Sure VA foal’ 14.0 13rs3 
Total 100.0% 100.0% 100.0% 100.0% 


Source: HRS&A Tenant Survey, 1984 
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response varied with rent levels, but even in the lowest category 
(less than $285 per month), over 30 percent reported a major 
improvement. These might be the units least expected to attract 
improvements, Among higher rent units, the proportion reperting 
a major improvement was generally lower, except in the case of 


highrise units, where it increased with rent levels. 


Landlords were also asked whether they had made any capital 
improvements since 1977. About 58 percent of the sample 
responded. In total, some 30 percent reported that they had made 
a Capital improvement since 1977, with over 12 percent reporting 
an improvement valued at over $2,000. In view of the response 
Paves VL) 15 s1ecessary CO De -cauvious in interpretation Of. this 
data. However, a reasonable assumption about the pattern of non- 
response would suggest that at least 20 percent have indeed made 
Capital improvements, and the real number is in all probability 


substantially higher. 
CONCLUSION 


The evidence on maintenance and reinvestment in the housing 
stock is mixed and subject to alternative interpretations. On 
balance, 1t 2s our view that the impact of rent stabilization -on 
both maintenance and reinvestment has been modest. While there 
is evidence of some decline in the quality of the houSing stock 
Sera it oceurs in botn Los: Angeles and the comparison cities. 
Rent stabilization cannot be directly associated with this 
change, with the exception that tenants with either very short or 


lengthy tenure in Los Angeles do seem to perceive lower levels of 


114 


a a 


_ 


at pane G4y.A. Rave ied ore eet! set, = 
S08 7 


= 


7 @ Ieéwioeo f7ac488 ng 0c ,! . | 


Pa @irsecs), tape! ¢4 ite Py os suede ghadT tiem 
| diag Ag yard ats, -es)Ad sees ‘eetgle gacad engine vor 


ees 3) Jqeeks (oryel Fite wwe sar 4 owrgand : ‘ 


TY 
- 


= 
ates 


cpietel- baer Asiw Deteoe al sé s6ue 2tiow atts a 


Sige Gah. (ats <fisve WONFe Gots 8°C8 aes ee.) 

gh-As srayis4 @ avoci JTC! aces sicene yucaus 
BEA ta i*? qe? Se) +ad Ye Wome ee es Se hbHee’t , 
— resten Lf seem vitu .THYE Senle inenave 1gat sezsgho Ss 
a re 74 Geile C2. 0,58 “32. Js UeUieV Suseeverqe ae 
te Ma ged ses21g tint oF. qucltTve> 2 'O3 Yaseeqosn ai gF > ede4 - 
need sen SA) Suoie ish. eqmurse afdenddess @ .1¢ 4ee6H <atab: 


bal eved Jretoea 9S daert fe sane teeguee blucy as06925% 


idowy fia nl €2 Sedmwa i659" 283 SG. ,: tntepvorget lasiggee | 
, 
~vedatd eileigoniages 


voTayJom 


+ 


oli of Sreedzevalisn, tie ea“eessecisca ne sonabive eaT 


sapisiserqaeinl eviscars le oF theleve (hive bexim a2 dso0va 


oh 
7 
Beopelser (senile ¥f=" GO MNaarl srt Jan? Sev. WO e] ¢i ronelad , 


peta) e110 jaabce aaaw’ ead’ Miasees9ete7, ins, ebpere2ercer o—, 


WpeJ8 | ries ‘J sup ots et shlisek snce 10_€¢ re 


= 


és! qi9 1 -w oa 7 pe J ia é 1' ze! gsoe a 81599 Of “igs 
. 


A446 pale Pee de eG bd j a wih 5¢ SCAR8%, ° E. af 
pone 
“6. 0st ¥0q 2Otste STi W 6 trots tadd coldeeuse eA fe ‘ 


. ‘2 els teat sPtab seg tt 20S ee aati eas ae 


maintenance than those in the comparison cities. Similarly, the 
pressure on the capital improvements provision of the Ordinance 
Nas been relatively mild in view of its relatively accessible 
character in comparison to ether rent stabilization ordinances, 
although it has played an important role in ensuring that 


reinvestment would occur. 


How have these outcomes been possible in the context of rent 
Stabilization? The clearest answer may be found in the fact that 
rents have increased fast enough to sustain owners’ rates of 
Return and thereteore their incentive to reinvest. Most of thas 
reinvestment appears to have been occurring through the normal 
mechanism of the market. So long as vacancy rates are low and 
rent levels remain high enough to sustain returns, there is no 
reason to expect any major change in either maintenance or 
reinvestment patterns. However, the effect of Proposition 13 in 
Peaqueing Uax burdens has probably been critical in sustaining 
levels of maintenance. In the long term, increases. in 
maintenance costs will need to continue to be offset by adequate 
rent adjustments to ensure that owners do not have the incentive 
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